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CURRENT PROBLEMS AND 
ACCOUNTING THEORY 


LAWRENCE L. VANCE 


i-AHE STATEMENT is frequently met that 
"§ accounting principles can be success- 
™ fully applied only through exercise 
f judgment and discretion. A typical atti- 
of accounting practitioners was ex- 
essed by Colonel Robert H. Montgom- 
bry in the following terms: “I do not ask 
i standardization of accounting practice 
OF procedure. That would mean the sub- 
Suitution of fixed rules for opinion and 
di retion. In fifty years we have learned 
Much. If we had been standardized or 
Mmionized at any time during those fifty 
ears, I am sure we would have lost one of 
choicest possessions— independence to 
$ our convictions in each particular 
Ephmitted to us, and most cases differ 
m every other case.” 
Accountants who have been concerned 
hwith “a more precise phrasing of account- 
g theory’” have attempted to formulate 
c ‘standards” by which the bulk of account- 
Bg procedures may be guided. Their atti- 
fe is best expressed in the following 
juotations: “‘A consistent framework of 
landards is needed to serve as a basis for 
igment in constructing and interpreting 
hancial statements. Accounting stand- 
rds should be systematic and coherent, 
mpartial and impersonal, and in harmony 
ith observable, objective conditions.’* 


| *“What Have We Done, and How?” Fi 
a Celebration, American Institute of 

Wew York City, i937), p. 89. 
| *This phrase is Professor A. C. Littleton’s. 
| *W. A. Paton and A. C. Littleton, An Introduction 
Association, 1940 


Anni- 
ccountants 


And for a definite commitment on @ con- 
troversial point: “Viewed as a factor in 
income measurement inventories are es- 
sentially unrecovered costs of materials, 
labor and other assigned charges; inven- 
tories, in other words, represent that por- 
tion of the stream of costs incurred in 
acquiring and producing goods which can 
reasonably be applied to revenues of the 
future.’ 

Although academic accountants have 
been most active in efforts to promote 
“standards,” practitioners have given evi- 
dence of a recognition of some need for 
them, though it is true that Colonel Mont- 
gomery’s statement, quoted above, is more 
characteristic of practice. For example, the 
American Institute of Accountants has for 
a number of years published suggested 
forms for the Certified Public Account- 
ant’s certificate, which have been widely 
used. Furthermore, these forms have in- 
cluded the statement that the accounts 
examined “... conform to generally ac- 
cepted accounting principles applied on a 
basis consistent with the preceding year.” 
There is obviously a need for accountants 
to define in unequivocal terms the ac- 
counting principles which are acceptable, 
and for accountants to agree upon what is 
acceptable. At the same time, no “stand- 
ard’”’ should be so rigid as to discourage 
further progress. Evidence of such a dan- 
ger is found in the practice of public utili- 

4 Ibid. 


5 by Professor Howard C. Greer, 
to the publication last cited. 
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ties of showing reserves for depreciation on 
the liability side of their balance sheets, 
sometimes in a heterogeneous group of 
“reserves,” a practice which is attributable 
to a crystallization of accounting proce- 
dure through the adoption of uniform sys- 
tems of accounts. 

It is the object of this discussion to 
show the need for creating a recognized ac- 
counting device to meet current conditions 
in which the familiar concept of account- 
ant’s judgment is peculiarly significant, 
and to point out that bookkeeping devices 
alone are not adequate to solve the whole 
problem. The solution suggested in the 
following pages implies a somewhat ex- 
panded responsibility for the certified 
public accountant. The suggestions offered 
will provide ample scope for differentiation 
of individual cases and the expression of 
opinion, and yet be so constructed as to 
serve as a “standard.” 

The first problem which requires special 
accounting treatment is posed by renego- 
tiation of war contract prices, sometimes 
referred to as renegotiation of profits, 
since it proceeds on the premise that 
excessive profits from war business should 
be recovered through a review of the 
whole profit from government business 
earned in a year.® The program provides 
for review of the profits of all but special 
classes of contractors, including subcon- 
tractors, who supply more than $500,000 
worth of products to the war effort in any 
year. The review is made by price adjust- 
ment boards of the War and Navy Depart- 
ments and other agencies. The scope of the 
program may be seen in the fact that sub- 
contracts are defined to include any pur- 
chase order issued by a contractor for the 
acquisition of materials or services re- 
quired in the performance of his contract. 
An accounting problem arises here which 

* This problem will be removed not later than June 
30, 1945, under the terms of the Revenue Act of 1943 as 


passed in February, 1944. In any event it would have 
ceased at the end of the war. 
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is not provided for in the conventional ac. 
counting for revenue. Sales, recorded at 
prices agreed to by the parties, are subject 
to reduction upon a review which may be 
completed long after the fiscal period in 
which the sales were recorded has ended. 

The problem of concerns that are sub- 
ject to renegotiation in determining rey- 
enue is not a unique one; it is analogous, 
for example, to the familiar problem of bad 
debts. The present problem is distinctive, 
however, in that the amount of adjustment 
of the original record of revenue may be 
very large, and there is no extensive basis 
in experience for estimating the amount. 
The conventional method of dealing with 
anticipated expenditures which are large 
but indefinite in amount is to appropriate 
surplus, often under the title “Reserve for 
Contingencies.” This may be done in spite 
of the fact that the expenditures which 
ultimately develop are distinctly identi- 
fiable as costs of the revenue of particular 
periods, and perhaps of the period in which 
the need for the “reserve” is recognized. 
Partly because “reserve” accounts are 
frequently not classifiable with certainty 
on account of the number of contingencies 
involved, and partly because they offer an 
opportunity for manipulation of the ac- 
counts (being without the usual value 
limitations inherent in transactions arising 
directly from trading or the processing of 
materials) their use is subject to some sus- 
picion and skepticism. That this condition 
is a reality may be seen from Professor 
Paton’s statement: “Surplus reservations 
are not to be encouraged, moreover, for 
the purpose of obscuring the condition of 
the enterprise with respect to accumulated 
profits, or to make possible a resurrection 
of buried profits when current conditions 
are unfavorable and those in control wish 
to keep up appearances.”” 

It is evident, however, that in the case of 


™W. A. Paton, Advanced Accounting (New York: 
Macmillan, 1941), p. 590. 
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renegotiation the adjustment is unques- 
tionably one of revenue, and can be related 
toa specific period. In these circumstances 
the suggestion is made that, once sufficient 
experience upon which to base an estimate 
isavailable, the needs of the users of state- 
ments would best be served by the inclu- 
sion in the profit and loss computation of 
a charge for estimated renegotiation re- 
funds, with a credit to an account which 
would be classified with liabilities in the 
balance sheet and labeled an estimate. 

The problem of lack of data for the esti- 
mate can no longer be heavily stressed, 
since renegotiation has been applied to 
transactions not settled by payment by 
April 28, 1942, and at present virtually all 
concerns engaged in the war effort have 
been through the process in some degree. 
They have therefore the rate of return al- 
lowed for 1942 as a guide for 1943 state- 
ments; but this is not conclusive, since no 
fixed rates are established by the Price 
Adjustment Boards. Indeed, the basis of 
their computation in each case is, as a rule, 
concealed from the firm concerned and 
from the public.* Furthermore, the per- 
formance record of the concern is a factor 
in the decisions of the Boards and various 
rates are allowed for products of varying 
complexity, so that changes in production 
dictate changes in renegotiation treat- 
ment. Nevertheless, the data are adequate 
for a useful estimate. 

There is also a problem in tactics in con- 
nection with these estimates, in addition 
to the problem of data. This lies in the fact 
that any expression by the management 
as to the amount refundable might be 
taken by the Boards as a low point selected 
for bargaining purposes and as evidence of 

* Although the Boards are required under the terms 
of the Revenue Act of 1943 to furnish a statement set- 
ting forth the facts and the factors upon which their 
decision is based in each case in which the statement is 
demanded, the Act does not require the statement to 
contain the arithmetical formula by which the refund 


was computed. This omission leaves the accountant 
about where he was before. 
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a need to assess a considerably higher re- 
fund. This situation may be met, perhaps, 
by the use of a certified public account- 
ant’s estimate; the role of the public 
accountant is an important one in any ac- 
counting which proposes to substitute for 
rigid mechanics an intelligent appraisal of 
the forces which act upon a period, in order 
to make a final determination of the re- 
sults of its operations. In view of the fact 
that any renegotiation refund made after 
Federal income tax liabilities are incurred 
will result in a recomputation of the taxes, 
and since any revision of revenue will to a 
considerable degree (90 per cent in some 
cases) be offset by a compensating revision 
of tax liability for the period, a combina- 
tion of the accounts for the estimated re- 
negotiation refund and taxes on income 
under the caption “‘Provision for Renego- 
tiation Refunds and Taxes on Income” 
may appropriately be used. This would 
rather effectively conceal the specific basis 
for the renegotiation refund computation, 
and is legitimate in view of the reciprocal 
nature of the two transactions involved. 
The most popular solution of the re- 
negotiation problem has been a footnote 
labeling the profit figure as provisional, 
reference being made to the fact that 
renegotiation is pending. In an effort to 
improve this reporting, President Schram 
of the New York Stock Exchange some 
months ago requested listed companies to 
send notices to their stockholders giving 
the amount of any adjustment resulting 
from the renegotiation referred to in a 
particular report. In September, 1942, 
the American Institute of Accountants 
through its Committee on Accounting 
Procedure, stated that “. . . at the present 
stage, a footnote to the financial statements 
will accomplish the purpose of disclo- 
sure.’”’® In a supplementary bulletin, issued 
® American Institute of Accountants, Committee on 


Accounting Procedure, Accounting Research Bulletin 
No. 15, New York, p. 123. 
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in December, 1943, the Institute took 
virtually the position (as to the incorpora- 
tion of an estimate in the accounts) 
suggested in the preceding paragraph.’® 
However, at that time the Institute still 
contemplated an option to use a footnote 
rather than an explicit estimate incorpo- 
rated in the accounts, stating ‘““Where a 
provision is not made, a statement to that 
effect should be set forth in a footnote, 
together with appropriate disclosure of 
the reasons therefor and of the com- 
pany’s renegotiation status. If a settle- 
ment has been effected for a prior year, 
such disclosure should, except as herein- 
after provided," include a statement of 
the approximate effect upon the net in- 
come were a refund required on the same 
basis for the current year.’”” Furthermore, 
the Institute has not been willing to pro- 
mote an enlarged responsibility for the 
certified public accountant, such as the 
writer proposes at a later stage of this dis- 
cussion. Other possibilities in reporting the 
refunds include the publication of com- 
parative statements in which the past 
years’ results are corrected for subsequent 
refunds. Another solution would be the use 
of a statement covering a longer period— 
say three years—in which similar correc- 
tions could be included, but which would 
require less revision by virtue of covering 
the whole course of earning and refunding 
on war contracts for most of the opera- 
tions. To be as complete for current opera- 
tions as possible, either of these devices 
would have to incorporate the suggestions 
made above, and therefore are supple- 
mentary to them. 


10 Accounting Research Bulletin No. 21, pp. 171-2. 

11 The exception appears in the suggestion that “‘The 
information required, in respect of applying the basis 
of a prior year’s settlement to the current year, may be 
omitted if there is substantial reason to believe that mis- 
are ee might be drawn therefrom. In such 
cases, however, a statement should be made why the 
basis used for the prior year is not applicable to the cur- 
rent year.” 

12 Accounting Research Bulletin No. 21, p. 171. 
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The second problem is that of account. 
ing for (1) unrecovered costs of war con. 
tracts which are canceled upon cessation of 
hostilities or merely as a result of changing 
needs, and (2) costs of reconversion of war 
plants. Press releases disclose cancellations 
in World War II (to January 31, 1944) ap 
proximating $13,000,000,000. And their 
potential size may be gauged by the fact 
that World War I, with an expenditure of 
about $21,000,000,000 for war material, 
was accompanied by cancellations of con- 
tracts totalling $7,500,000,000, whereas 
the current war is expected to cost two or 
three hundred billions. Little difficulty 
arises as to the claims of business for reim- 
bursement of materials purchased for the 
contract, and for expenditures for labor, 
equipment, and ordinary overhead costs 
allocable to the contract, as well as for 
profit which normally would be earned on 
the work done. The more subtle problem, 
however, of determining whether recon- 
version costs should be allowed is at 
present of prime concern to businessmen. 

It seems sufficiently evident that this is 
a type of costs which will not have been 
included in the profit and loss statement of 
one period but will later prove to have de- 
served a place in the report for that period. 
The more common costs of the contract 
will be currently recorded and later reim- 
bursed; but this class of costs, clearly 
attributable to war business, seems at pres- 
ent unlikely to be allowed as a cost by 
those who administer either contract 
terminations or renegotiations, and it is 
not conventionally recorded as revenue is 
earned. The class includes all elements of 
expense for removing the war-required 
plant or for reconverting it to peacetime 
operation. Much has been written in ad- 
vocacy of some allowance in war contract 
administration for such costs, since they 
cannot be attributed to anything but the 
war effort. 

Here again the most popular solution 
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has been the creation of a “‘reserve,’’ some- 
times by a charge to current profit and 
loss. The most difficult practical problem 
here is the estimating of the length of time 
over which the costs should be prorated, 
since the period of war activity is uncer- 
tain. Less difficulty is involved in de- 
termining the amount of the cost, because 
general engineering skill and particular 
experience in the original conversion of the 
particular property to war work are avail- 
able as guides. One important uncertainty 
remains, however: that is the level of 
wages and other prices which will prevail 
when the reconversion is made. Little can 
be done to meet this latter difficulty, but 
the position taken here is that the best esti- 
mate of a management, subjected to the 
scrutiny of a certified public accountant, 
is far superior to no provision at all. 

Of perhaps more significance is the theo- 
retical aspect of these profit and loss re- 
serves. The tendency in the past has been 
to classify “reserves” into three categories: 
valuation, liability, and surplus. It has al- 
ways been recognized, of course, that some 
reserves do not fit precisely into any one of 
these categories. Nevertheless, most ac- 
countants have considered as surplus those 
reserves which will be used in the future to 
absorb costs allocable to the operations of 
the current period, when those costs do 
not now represent present contractual 
transactions, but will be disclosed through 
cash or contractual transactions in subse- 
quent years. Something of this can be seen 
in Professor Paton’s discussion of insur- 
ance reserves set up by a “self-insurer’’: 
“The only defensible interpretation is that 
which construes the entire credit balance 
of the account as a pure surplus reserve 

. .’4 And again, with respect to “equali- 
zation reserves’: ‘““An operating reserve 
used in allocating to particular months an- 
Tt will be noted that reserves for “self-insurance” 
constitute a more rigorous example than is required for 


an analogy to a war contractor’s reconversion reserve. 
4 Op. cit., p. 599. 
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nual expenditures for advertising, for ex- 
ample, may have either a debit or credit 
balance at interim points, and while a deb- 
it balance can be interpreted as a form of 
prepayment it seems a bit far-fetched to 
view a credit balance either as an offset to 
working capital or as a liability.” 
A possible basis for this attitude may be 
a reluctance to admit to the accounts data 
which do not represent a transaction in the 
legal sense, and which are not provided for 
by such well-established procedures, for 
example, as in bad-debts accounting. This 
reluctance may be due largely to a distrust 
of entries which must be initiated by the 
accountant and computed by estimate 
without the restraint imposed by the legal 
terms of agreements or by the values dic- 
tated by cash transfers. The problem here 
is one of making the accounting process 
sufficiently objective to justify reliance, 
and the writer must once more ask the 
reader to defer consideration of this aspect 
of the question to a subsequent paragraph. 
As to the admission of accounts of the 
kind required to charge reconversion costs 
to the periods in which the only revenue ap- 
propriately chargeable with them is earned, 
it is here suggested that the charges 
be recognized as legitimate accounting 
devices, and shown, on the credit side, 
as equivalent to legal liabilities that indi- 
cate the need for a future expenditure of 
funds. This procedure is based on the con- 
tention that accounting, while recognizing 
and reporting legal relationships, is never- 
theless primarily an economic process. 
Economic forces which act to determine 
the results of a period’s activities are the 
factors which should be taken into ac- 
count, and the fact that no documents 
have changed hands at any particular 
date, that no oral commitments have been 
made, or that no legal liabilities have been 
imposed by a legislature does not relieve 
the accountant of the necessity of recog- 


Tbid., pp. 598-9. 
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nizing costs which are accruing in the eco- 
nomic sense. Certainly, the current prob- 
lem of assigning reconversion costs to the 
proper revenue periods demands such rec- 
ognition. The fact that the business com- 
munity feels this need is to be read in the 
many “reserves” which, although set up 
under a variety of titles, relate to post- 
war activity believed to grow directly out 
of the war effort. 

Accountants who are interested in 
theory should take two steps to meet this 
situation: (1) recognize that the credit for 
reconversion and similar costs represents 
a claim to future funds of such certainty as 
to preclude labeling it a reservation of 
surplus; and (2) agree upon an appropriate 
term used to describe the item. The only 
proper objection to classifying the item as 
an “economic liability” is the fact that it 
may represent an expectation which may 
never materialize—a contingency. The an- 
swer to this objection is that it is appro- 
priate that data be admitted to the balance 
sheet as a record of the operation of eco- 
nomic forces which appear certain, as a 
statistical probability of a high degree, to 
have a particular effect, or which represent 
what well-considered and well-founded 
general opinion and experience consider a 
virtual certainty. To provide the reader of 
a statement with such data is a necessity 
under present conditions. To insist upon 
calling these credits “surplus,” or to use a 
title which suggests an element of option 
in the use of the funds, or a title tinged with 
suspicion as to the real need for the ac- 
count, is to obscure the financial position 
of the companies concerned." 


46 An example of what the writer considers an im- 
proper adherence to legal standards alone is to be found 
in the treatment of the California Franchise Tax by 
many accountants. Until recently the law imposed a li- 
ability in one year for a tax computed upon the net in- 
come of the preceding year. The legal basis for the law 
is the right of the state to grant franchises to corpora- 
tions, but the tax, being computed on revenue like any 
income tax—which it is, in effect—is economically a 
charge on that revenue. It has been treated by the Bu- 
of Internal and accountants as a 

rge to revenue in the period succeeding the year 
upon the revenue of which the computation is ‘onde. 
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As to terminology: there is a well-estab. 
lished term which it would be well to 
appropriate here. It is most commonh 
found in describing the liability for Federal] 
income and related taxes, the common cap- 
tion being “Provision for Federal Taxes 
on Income.” To summarize, the item “pro- 
vision for Cost of Reconversion of Plant” 
should be granted a membership in good 
standing in the accounts as equivalent to 
liabilities in economic significance and 
clearly distinct fron surplus and surplus 
reserves. 

Additional support for the need to adopt 
the accounts suggested above as represent- 
ing a refinement of accounting technique 
may be found in the increasing refinement 
of the computation of periodic income in 
another setting—namely, in the Federal in- 
ternal revenue code. Examples are to be 
found in Sections 721 and 736, which per- 
mit adjustments of net income to effect a 
more accurate matching of costs and reve- 
nues than conventional accounting proce- 
dure provides, and in the two-year carry- 
back or carry-over of losses and unused 
excess-profits tax net income credit. The 
tax provisions cannot be a guide for general 
accounting procedure, however, since in 
the latter case the need is for the most 
complete data possible to enable the seller 
or buyer of a share of stock, as well as 
others, to make a decision at a particular 
time. One party cannot easily arrange to 
go back two years later to adjust the price. 

The foregoing suggests that conven- 
tional accounting procedures may be in- 
adequate unless they include the provision 
of profit and loss “reserves” to improve 
the profit figures arrived at on the basis of 
ordinary accrual accounting. This need is 
strongly felt by businessmen; and the pro- 
cedure should be given a more adequate 
recognition in accounting theory. 

This brings the issue of objectivity 
squarely to the fore. If the exercise of in- 
telligent and informed judgment in the re- 


porting of income for a period is required . 
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to give the user of a statement the most 
complete picture possible, how can the 
same user be protected against the de- 
liberate machinations of a self-seeking 
management? It is not enough to answer 
that accounting should use more objective 
rules to determine the figures presented in 
its results. This is certain to result in ap- 
pending a host of parenthetical remarks, 
footnotes, and supplementary information 
to accomplish what the accounts alone 
could not do. In so far as matters are in- 
volved which cannot be reduced to figures 
through the exercise of competent esti- 
mate, footnotes are obviously necessary. 
It is also clear, however, that the use of 
footnotes makes interpretation difficult, 
and there is grave danger that persons who 
are not specialists in accounting will derive 
no benefit from them at all. 

Furthermore, the reader of a statement 
has a right to the best expression of value 
which the management is able to provide. 
Support for this may be seen in the Secur- 
ity and Exchange Commission rule which 
requires certifying auditors to evaluate in 
dollars the effect of exceptions they take to 
a statement. It may be recognized, of 
course, that the final receipt or expendi- 
ture of cash or the creation of firm con- 
tracts in connection with a series of trans- 
actions is more reliable evidence as to an 
eflect upon profit or loss than is anyone’s 
estimate, and that the statement should 
clearly indicate which figures are so de- 
rived and which not. The caption of the 
item in the statement is sufficient for this 
purpose; but the danger is that the item 
may be shunted off to a remote part of the 
statement where it gives the impression 
that it is not an integral part of the cost of 
the revenue for the period, but an arbi- 
trary entry which can be made or not as 
management desires. 

It is significant that the need for im- 
partiality is not entirely met merely by the 
adoption of rigid procedures. Management 
may still ignore or warp the procedures. 
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Accordingly, the opinion of a certified 
public accountant is generally needed 
whenever any considerable amount is in- 
volved. Since the certified public account- 
ant must be used anyway, and since the 
profession has a reputation for high in- 
tegrity and ability, impartial accounting 
might better be based, in theory as well as 
in practical use, upon the judgment of 
certified public accountants. 

As the responsibilities of the profession 
have increased, so has the profession’s in- 
dependence. If it should be emphasized, 
which is perhaps not necessary: (1) that the 
reporting of periodic income should include, 
as a regular element, charges to provide 
for the payment of refunds or additional 
costs of a period; and (2) that full reliance 
upon the genuineness of the need for the 
charge and the honesty and accuracy of 
the estimate would be given if a certified 
public accountant subscribed to the fig- 
ures, then the independence of the ac- 
countant would be further strengthened, 
and the usefulness of this reporting im- 
proved. The acceptance of such a position 
by writers on theory would have an im- 
portant secondary result in that it would 
provide a better integration of audicing 
practice and accounting theory. 

It is not necessary to leave the auditor 
complete freedom of expression in such 
matters; it would be desirable, in the light 
of the nature of the charges, to require 
that he report the basis for the computa- 
tion. Thus, if costs of reconversion were 
being deducted as a charge against the 
revenue of a period, the auditor would be 
required to state, in an appropriate case, 
that “the figure was arrived at by applica- 
tion of current labor rates and material 
costs to a planned program of reconver- 
sion, the total cost of which was being 
charged over a period of four years.” 

The foregoing discussion suggests that a 
device (profit and loss reserves) variously 
used in practice, and sometimes viewed 
with suspicion by writers on theory, should 
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be given a more respected position in view 
of the need for a more complete accounting 
treatment of the ramifying transactions 
related to any single fiscal period. We need 
not go so far as English practice appears 
to do and prefer an accounting for profit 
“tas determined by the directors.” But we 
may well use profit and loss reserves to 
give the investor the benefit of calculated 
managerial judgment, which can be sup- 
ported by a means already thoroughly 
forged for the purpose—the opinion of the 
certified public accountant. This discussion 
implies that such charges should be classi- 
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fied as operating expense or as a deduction 
from sales, and not relegated to the non- 
operating section of the profit and logs 
statement. When need for a credit of this 
type arises, it should be similarly treated.” 


17 Tt has been suggested that amounts calculated to 
be due on canceled war contracts, including the profit 
be set up as a receivable with an accompanying credit 
to deferred income, thus withholding recognition of the 
profit from the profit and loss statement until collected 
or allowed. (Victor H. Stempf, ‘Termination and Re- 
negotiation,” THe AccounTING REVIEW, XIX: 2, p, 
123.) The present writer cannot conceive of the exist- 
ence of an asset which is valid enough to be included in 
the balance sheet but which does not give rise to an in- 
come for profit and loss purposes (in so far as it exceeds 
the applicable costs) in the period in which its balance- 
sheet validity is discovered. 
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tion, I want to mention a concept 
which was not developed last year. 

It has been a great many years since the 
theory was developed that the govern- 
ment had the right to regulate and fix the 
prices of services of public utilities, that is, 
of businesses which are vested with a pub- 
lic interest. Under that theory innkeepers 
and common carriers were regulated a 
century and a half ago. More recently the 
railroad, electric, gas, telephone, telegraph, 
warehouse, bus, and other businesses have 
been regulated. 

In wartime there is virtually a state of 
monopoly because the government needs 
everybody’s services so badly that compe- 
tition does not exist. It needs the product 
of every plant, and must have it at what- 
ever price. Certainly the government and 
the well-being of the public are sufficiently 
dependent upon the results of the produc- 


of the theory of renegotia- 


* Based upon a talk at the War Problems School of 
the Chicago Association of Commerce on May 12. 


tion of war material that it cannot be said 
that such production is not vested with a 
public interest. 

The Revenue Act of 1943, after four 
rather complete and comprehensive Con- 
gressional investigations of renegotiation, 
substantially amended the Renegotiation 
Act. The Truman Committee of the Senate 
more than a year ago dealt with renegotia- 
tion. It received contractors of all kinds 
and heard what they had to say behind 
closed doors. It listened to what the mem- 
bers of the Price Adjustment Boards had 
to say, and questioned them with respect 
to the statements and the charges that 
were made by the contractors. 

Then came the investigation by the 
House Naval Affairs Committee, followed 
by that of the House Ways and Means 
Committee, and finally by that of the 
Finance Committee of the Senate; as a 
resuit of these investigations many mem- 
bers of Congress considered the subject of 
renegotiation. 

For a period of time, it seemed to be the 


most 
Cong 
oppe 
to st 
whe 
want 
book 
As 
dete 

ve 
rene 
inal 
que 
tery 
the 
I 
cha 
ma 
bec 
yo 
Fe 
me 
re 

t 
ge 

i 
Ww 
ti 

i 
g 
e 
r 


luction 
€ non- 
id logs 
of this 


ated.” 


lated to 
he Profit, 
credit 


most talked-about question before the 
Congress; and certainly there was every 
opportunity for the members of Congress 
to study the whole picture, to determine 
whether or not it was the sort of law they 
wanted to have continue on the statute 
books. 

As a result of their considerations and 
determinations, the amendment did not 


very greatly change the basic principle of 
renegotiation as it was stated in the orig- 
inal Act on April 28, 1942, and subse- 
quently amended, and as it had been in- 
terpreted by the administrative officers of 
the government. 

I will comment here on the principal 
changes in the Renegotiation Act that were 
made by the Revenue Act of 1943, which 
became law over the President’s veto, 
you will remember, about the 25th of 
Feburary, 1944. 

One of the first things the new amend- 
ment did was to place a closing time upon 
renegotiation. Many people were afraid 
that if renegotiation became a part of our 
governmental system it would carry over 
into peace times, and that the government 
would tend to concern itself with renego- 
tiation of contracts that affected it only 
indirectly. 

When this objection was voiced to Con- 
gress in October, 1942, the law was amend- 
ed to provide that the operation of the 
renegotiation act should cease three years 
after the close of the war; in the Revenue 
Act of 1943, it was provided that, unless 
the President acted to shorten or extend 
the period which he may do by six months 
either way, renegotiable business would 
cease on December 31, 1944. 

There will be, of course, a two-year pe- 
tiod of time after that within which to 
renegotiate the business done in the year 
1944; this is necessary because renegotia- 
tion can begin at any time within one year 
after the filing of statements, covering a 
fiscal year’s business, by the contractor 
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and does not have to be completed until 
one year after it is begun. 

The new law creates a War Contracts 
Price Adjustment Board which is given 
the responsibility for renegotiation. Un- 
der the old law the secretaries of the sev- 
eral departments were given this authority, 
but now this new War Contracts Price 
Adjustment Board has the authority with 
respect to fiscal years ending after June 
30, 1943. Authority was left with the sec- 
retaries to renegotiate fiscal years ending 
prior to July 1, 1943. As a matter of fact, 
the new law virtually made June 30, 1943, 
a cut-off date. Certain amendments were 
made retroactive to April 28, 1942, but 
most of the amendments became effective 
only as to fiscal years of contractors ending 
after June 30, 1943. Fiscal years ending 
prior to that date are subject to the old 
law, the old rules and regulations, and 
renegotiation is to be handled by the secre- 
taries of the various departments. 

The War Contracts Price Adjustment 
Board is made up of a representative of 
each of the following Departments: War, 
Navy, Maritime Commission or War Ship- 
ping Administration, Treasury, Recon- 
struction Finance Corporation, and the 
War Production Board. 

The War Contracts Price Adjustment 
Board has delegated the authority for 
actually carrying on renegotiations to the 
secretaries. Thus the same organizations 
that ove been renegotiating in the past 
will continue to renegotiate under a dele- 
gation of responsibility from the War Con- 
tracts Price Adjustment Board. But they 
are now subject to any rules, regulations, 
interpretations, or exemptions put into 
effect by the Board. 

The Board will not review any settle- 
ments upon which there have been agree- 
ments; but when an agreement is not 
reached and a unilateral determination is 
made, the Board may review the case on 
its own motion, provided it does so within 
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sixty days. Within sixty days after the 
determination by the Department, a con- 
tractor may appeal to the Board for a re- 
view. Upon such an appeal the Board 
must review the finding, determine its 
position, and express its opinion within 
sixty days after the appeal. 

The Board has no authority to review 
any of the settlements affecting fiscal 
years which ended prior to July 1, 1943. 
Those renegotiations are under the old 
law, administered under the old rules. 

Before the Revenue Act of 1943 was 
drafted, a Joint Price Adjustment Board 
was set up by the secretaries. Its personnel 
is identical with the personnel of the new 
War Contracts Price Adjustment Board. 
The secretaries have delegated to it their 
authority to make rules, regulations, inter- 
pretations, assignments, etc., that will be 
as uniform as possible. 

By action of the Joint Price Adjust- 
ment Board, any rules, regulations, or in- 
terpretations established by the WCPA 
Board will also be made to apply to the 
previous fiscal years unless the legal pro- 
visions are such that there cannot be uni- 
formity. 

With regard to a review, the new law 
also contains a provision for an appeal to 
the Tax Court of the United States. Any 
contractor who does not enter into an 
agreement with one of the Price Adjust- 
ment Boards or with the secretaries, and 
whose case goes to a unilateral determina- 
tion, may appeal to the Tax Court. 

He does not have to appeal to the War 
Contracts Price Adjustment Board in order 
to be able to appeal to the Tax Court. If 
he wishes to forego any review by the 
Price Adjustment Board, he may appeal 
directly to the Tax Court, provided he does 
so within ninety days after the date of the 
government order. 

The amendment provides that anyone 
who received a unilateral determination 
by one of the secretaries under the old law 


may also appeal to the Tax Court within 
ninety days after the entering of the order; 
also that anyone who had a unilateral de. 
termination made against him at any time 
since the passage of the Act in 1942 may, 
at any time within ninety days after the 
passage of the amendment, appeal to the 
Tax Court for a determination. If an ap- 
peal is made to the Tax Court, the Court 
is required to hear the case de novo, that is, 
open the case completely anew and make 
its own independent finding regarding ex- 
cessive profits, which finding will then be 
final. 

The War Contracts Price Adjustment 
Board may also hear a case de novo in the 
event of an appeal to it, if it so desires. It 
may hear the case and decide that either 
too much or not enough was asked for by 
the renegotiating agency, or that the prop- 
er amount was requested. 

The old law simply defined excessive 
profits as those profits which may be found 
by the secretaries to be excessive. The new 
law made a further attempt to define ex- 
cessive profits. The new definition is as 
follows: 

“The term ‘excessive profits’ means the 
portion of the profits derived from con- 
tracts with the Departments and sub- 
contracts, which is determined in accord- 
ance with this section to be excessive. In 
determining excessive profits there shall 
be taken into consideration the following 
factors: 

“‘1—Efficiency of contractor, with par- 
ticular regard to attainment of quantity 
and quality production; reduction of costs 
and economy in the use of materials, 
facility, and manpower. 

“‘2-Reasonableness of costs and prof- 
its, with particular regard to volume of 
production, normal prewar earnings, and 
comparison of war- and peace-time prod- 
ucts. 

“3—-Amount and source of public and 
private capital employed, and net worth 
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“4 Extent of risk assumed, including 
the risk incident to reasonable pricing 
policies. 

“S_-Nature and extent of contribution 
to the war effort, including inventive and 
development contribution and codpera- 
tion with the government and other con- 
tractors in supplying technical assistance. 

“6—Character of business, including 
complexity of manufacturing technic, char- 
acter and extent of sub-contracting and 
rate of turnover. 

“7—Such other factors the considera- 
tion of which the public interest and fair 
and equitable dealing may require, which 
factors shall be published in the regulations 
of the Board from time to time as adopted.” 

The new definition still leaves the mat- 
ter wholly to the judgment of the negotia- 
tors, the Board, or the Tax Court. Congress 
attempted to get formulas from the Boards 
and from contractors; it considered the ex- 
tensive criticisms of contractors that there 
was no formula and no way in which a 
formula could assure comparable treat- 
ment; and finally it decided there was no 
better way than simply to leave the mat- 
ter to the judgment of the renegotiating 
officials. Congress inserted the foregoing 
criteria as the only controls placed upon 
the Boards for their guidance in determin- 
ing what are excessive profits. 

Those criteria, incidentally, are very 
little, if any, different from the ones es- 
tablished by the various price adjustment 
agencies before the law was amended. The 
Board may determine that other criteria 
should be considered, but it must publish 
them for the general information of every- 
one. 

The amended law also requires the 
Price Adjustment Boards to follow the 
established cost accounting methods of 
the contractor, unless these do not prop- 
erly reflect cost or the allocation of cost 
between renegotiable and non-renego- 
tiable business. This was the position gen- 
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erally taken by the Boards under the old 
law. However, there were cases in which a 
Board believed that the Company had not 
used the best method of allocating costs, 
and therefore demanded that a different 
method be followed. 

Under the law as it now stands, a Board 
cannot throw out an allocation just be- 
cause it believes another one is better. 
Before taking such action it must find that 
the one which is in use, the established 
method, does not result in a proper alloca- 
tion of costs. 

The new law also provides that all items 
estimated to be allowable as deductions 
and exclusions under Chapters 1 and 2e 
of the Internal Revenue Code (except 
taxes measured by income) shall be al- 
lowed as costs to the extent allocable to 
renegotiable business. 

That is a tighter restriction on the de- 
termination of profits than the various 
Boards followed under the old law. 

I know of only a few cases in which items 
that were allowed for tax purposes were 
disallowed in renegotiation. There were a 
few cases in which salary disallowances 
were made by the Price Adjustment 
Boards which, subsequently, the Internal 
Revenue Bureau did not throw out; but 
for the most part the Price Adjustment 
Boards were more liberal in that respect 
than was the Bureau of Internal Revenue. 
But we did have a good many cases in 
which we felt we should allow more than 
was allowed for income tax purposes. 

Take the question of accelerated depre- 
ciation: We knew that the Bureau of In- 
ternal Revenue was reluctant to allow de- 
preciation in excess of approximately one 
and one-third times the normal rate, yet we 
had a number of cases in which we felt that 
substantially more could be justified under 
the circumstances. So we allowed it. We 
question whether we can now do so if we 
have reason to believe that the Bureau will 
not allow it for tax purposes. 
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There were some cases involving pension 
funds that did not technically meet the re- 
quirements of the Internal Revenue Code; 
but these items nevertheless were believed 
to be of such a type and nature that it was 
proper to consider the expenses of carrying 
them to be chargeable against the year’s 
business. Under such circumstances they 
were allowed even though they might not 
be deductible for tax purposes. 

There were certain instances in which 
warranty and guaranty reserves were al- 
lowed under special circumstances, even 
though the Bureau clearly would not allow 
them. We feel now that we are probably 
restricted in our cost allowances to those 
which we think will be allowed by the 
Bureau. 

We do not have to wait until the Bureau 
makes its decision; that would delay rene- 
gotiation too long. We have to make the 
best estimate we can as to what the Bureau 
will do, and act accordingly. 

The problem of allocating costs and de- 
ductions between renegotiable and non- 
renegotiable categories is not significantly 
different under the amended law from what 
it was interpreted to be under the old law. 
Items which are not allocable to renegoti- 
able business must be excluded in arriving 
at income on contracts subject to renegotia- 
tion. 

The amendment settled a question for 
us with respect to state tax deductions 
which are based on income. A number of 
states have a tax which is based on the net 
income of the company. Some of these 
states recognize that a renegotiation by 
the Federal government resulting in a 
refund reduces the sales and the net in- 
come of the company, and that there should 
be a refund of state income taxes assessed 
on the amount of income taken away by 
renegotiation. 

Other states have refused to recognize 
this. The result was that considerable con- 
fusion developed and no one knew what 


we ought to do about it. Congress took the 
bull by the horns and said that in all cases 
we should calculate the allowable deduc- 
tion for the state tax on the basis of the 
reduced sales and incomes. 

That, of course, will cause a hardship 
on the residents of any state which refuses 
to take the same position. Any state which 
refuses is penalizing its own citizens, and 
the presumption is that sufficient pressure 
will be brought to bear on such states that 
they will require their state tax officials to 
accept the Federal viewpoint. 

A good many persons advocated for 
renegotiation a recognition of loss carry- 
back and carry-forward as between years 
subject to renegotiation. Congress consid- 
ered that proposal at great length, and 
finally rejected the idea with the exception 
of one item. 

The one item excepted is the retroactive 
adjustment of amortization of facilities 
covered by certificates of necessity. As- 
sume that a company is renegotiated today 
on the assumption that a facility will be 
amortized over a five-year period, and 20 
per cent of the cost is charged into the 
year’s expenses. If it should subsequently 
turn out, either by the ending of the war 
or by the issuance of a certificate of non- 
necessity, that 35 per cent should have 
been amortized against the year’s opera- 
tions, the company will be refunded the 
amount necessary to give effect taxwise 
and renegotiationwise to the adjusted 
amortization. Thus it will be in the same 
position as if the 35 percent had been de- 
ducted at the time of renegotiation. 

The definition of subcontract came in 
for considerable objection and discussion. 
This was formulated by the secretaries 
under the broad authority of the first act 
and includes anything that becomes a com- 
ponent of the end-product, of machines, 
equipment, and materials used to process 
the end-product, and of machines used to 
make machines that are used to process 
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the end-product. Congress listened, dis- 
cussed the objections, considered them in 
all respects, and decided to make no 
change in the law. It is believed that by so 
doing Congress approved ‘he administra- 
tive interpretation that had been made. 
Since the amendment was passed, the pre- 
yious interpretation of the meaning of 
“subcontracts” has not been seriously 


questioned. 

Another change that was made by the 
new amendment is that every contractor 
must be renegotiated on the basis of his 
fiscal year rather than on the basis of in- 
dividual contracts, unless the contractor 
himself agrees to be renegotiated on an 
individual-contract basis. In some cases 
itis very difficult to renegotiate on a fiscal- 
year basis, and in others it is advantageous 
to the contractor to act on an individual- 
contract basis. The new law permits this 
provided the contractor agrees; but the 
Board cannot insist if the contractor re- 
fuses. 

I do not wish to imply that the Boards, 
in renegotiating on a fiscal-year basis, may 
not give consideration among other things 
to the different types of products an in- 
dividual contractor may be producing, 
the different facilities which he uses, and 
the amounts of capital which he employs 
in turning out different types of products. 
They may consider such facts; and in their 
own determinations they may consider 
different profits as allocable to different 
types of business. But without the con- 
tractor’s consent they have to renegotiate 
the renegotiable business of the fiscal year 
as a whole, and arrive at one figure for the 
excessive profits applicable to all of the 
business put together. Hence, unless the 
contractor wishes, there will be no more 
renegotiation of individual contracts. 

That is a complete reversal from the phi- 
losophy under which the Act was passed, 
when it was contemplated that the renego- 
tiation would be of individual contracts. 
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With respect to future price reductions, 
the law has been changed substantially. 
The War Contracts Price Adjustment 
Board does not have the authority to de- 
mand future price reductions or to insist 
upon an incorporation in agreements of 
provisions for future price reductions. It 
may include such reductions as a matter of 
agreement when the contractor so decides. 

Section VIII of the Renegotiation Act, 
as incorporated in the internal revenue 
bill, gives considerably more future pricing 
authority to the procuring agencies than 
they ever had before. They are now em- 
powered to fix a price and issue a manda- 
tory order that the goods be produced at 
that price. The affected company then 
has only the right to sue in the Court of 
Claims for any amount to which it thinks 
itself entitled over and above the amount 
fixed. However, future pricing is not a part 
of renegotiation. It has been taken out of 
the hands of the renegotiators, except as 
contractors may volunteer to enter into 
an agreement; it is now placed in the pro- 
curing agencies. 

The new Act provides for mandatory 
filing of financial statements with the War 
Contracts Price Adjustment Board. Such 
statements must be filed before the first 
day of the fourth month following the 
close of the company’s fiscal year, or fol- 
lowing the close of the month in which the 
Act became effective, whichever is later. 

Mandatory filing serves a very impor- 
tant purpose to the contractor. When the 
statement is filed, the statute of limita- 
tions begins to run, and unless the Price 
Adjustment Board begins renegotiation 

within one year after the filing, the year 
covered by the statement will no longer be 
subject to renegotiation. Hence the quick- 
er the statement is filed, the quicker the 
statute begins to run, and the quicker the 
renegotiation has to begin or be outlawed. 

Under the old law, any company whose 
aggregate sales to these departments— 
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War, Navy, Maritime Commission, War 
Shipping Administration, Treasury, or 
subsidiaries of the Reconstruction Finance 
Corporation under contracts and subcon- 
tracts—were more than $100,000, would 
be subject to renegotiation. 

Under the new law that limit has been 
raised to $500,000. Consequently, any 
company whose aggregate sales, directly 
and indirectly to such Departments, rene- 
gotiable and non-renegotiable, do not ex- 
ceed $500,000, is not subject to renegotia- 
tion. If such sales exceed $500,000 the 
company is subject to renegotiation, and 
must make the mandatory filing. 

Under the old Act, certain contracts 
were exempted: product of a mine, oil or 
gas well, mineral or natural deposit, or 
timber which has not been processed, re- 
fined, or treated beyond the first form or 
state suitable for industrial use. These 
products are still exempt under the new 
Act and, in addition, other exemptions 
have been added which I shall enumerate 
later. 

Let us suppose that a company had 
$1,000,000 worth of business in some of 
these exempt products, the contracts for 
which are not subject to renegotiation. 
Let us suppose, that in addition it has 
$50,000 worth of business of a renegotiable 
type. Then its aggregate sales to the De- 
partments, directly and indirectly, are 
$1,050,000. That contractor is subject to 
renegotiation, not on the $1,000,000 of 
exempt business but on the $50,000 worth 
of nonexempt business. 

The $500,000 exemption does not ex- 
empt the first $500,000 of business. Sup- 
pose that a company is doing $1,000,000 
worth of business of a renegotiable type. 
Let us say it is selling $1,000,000 worth of 
boats directly to the government. The 
whole $1,000,000 is subject to renegotia- 
tion; there is no exemption of the first 
$500,000. 

Let us take the case of a company that 


has $510,000 worth of renegotiable bus- 
iness. That company is not exempt from 
renegotiation. However, the Board feels 
that it would be unfair to take away 
enough to reduce its adjusted sales below 
the point at which it would have been 
exempt from renegotiation. 

What we have done is to rule that no 
company shall be renegotiated downward 
to the point where its aggregate business 
with the Departments, after deducting 
the amount recovered as excessive profits, 
will be less than $500,000. 

For example, suppose a company has 
$510,000 of renegotiable business; and 
suppose we find, on the basis of our gen- 
eral standards, that its prices should have 
been $400,000 instead of $510,000, and 
that it had excessive profits of $110,000. 
Nevertheless, under the ruling of the 
Board the maximum amount that can be 
taken from that company is $10,000, be- 
cause had it cut prices in the first place by 
$10,000 and come out with $500,000 of 
sales and $10,000 less profit, it would not 
have been subject to renegotiation at all. 

On the other hand, if a company had 
$1,000,000 worth of business with one of 
the Departments, of which $100,000 was 
renegotiable business, and if we found it 
had excessive profits of $50,000 (half of its 
renegotiable business constituted exces- 
sive profit), then the whole $50,000 could 
be recovered in renegotiation, because its 
aggregate selling prices would be reduced 
to $950,000. 

Another provision which was put into 
the Act requires that a contractor, if he so 
requests, shall be given a statement by 
the Board setting out the determination, 
the facts used as a basis for that deter- 
mination, and the Board’s reasons for its 
finding. 

Do not expect too much from such a 
statement. We want to live up to the spirit 
of the statute and give the contractor all 
that it is practicable to give him as a basis 
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for understanding the attitude of the 
Price Adjustment Board in arriving at its 
determination, but there are definite limit- 
ations upon what can be done in such a 
statement. 

In this process of making a broad judg- 
ment it is impossible to determine how 
much of the profit that is found to be ex- 
cessive—or, looking at it the other way, 
how much of the amount which is deter- 
mined to be not excessive—is dependent 
upon different factors, such as low pricing, 
fine costing, cooperative activity with sub- 
contractors, the financing of subcontrac- 
tors, inventive contribution to the govern- 
ment, and all those things which were list- 
ed among the factors mentioned earlier as 
being laid down in the statute. 

In the first place, these judgments are 
always made up by several men. A single 
individual would find it very difficult to 
put down his evaluation of each factor, 
and to try to make a composite of the 
judgment of all the individuals would be a 
hopeless impossibility. 

So we cannot attribute a specific valua- 
tion to each factor and the Boards will 
not attempt to do so. I hope businessmen 
will not expect them to try. But we will 
abide by the request of Congress and give 
the best detail that we can when it is re- 
quested. 

Another very controversial matter be- 
fore Congress in all the hearings was the 
question of standard commercial articles. 
Standard commercial articles probably 
make up a very substantial percentage of 
the articles that are purchased or used in 
connection with the war—nuts, bolts, 
screws, cloth, machine tools, all sorts of 
things that are standard commercial 
articles and may have been made by a 
company for years. 

Companies have argued that standard 
commercial articles should be exempt from 
renegotiation because OPA prevents them 
from selling at higher prices than before 
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the war, and in many instances labor rates 
and material rates have gone up. Consider- 
able agitation took place before Congress 
in favor of the exemption of such articles. 

The Price Adjustment Boards, on the 
other hand, have tound that a very sub- 
stantial part of the excessive profits made 
on war material derives from standard 
commercial articles. It grows out of the 
fact that the companies are making some- 
thing which they have always made and 
are prepared to make, and the expanded 
war volumes have reduced costs and over- 
heads to such a point that profits are being 
made far beyond the fondest dreams of 
managements and stockholders alike. 

Accordingly, although Congress at one 
time had written into the bill an exemp- 
tion of standard commercial articles, it 
decided finally to eliminate this exemp- 
tion. Instead it defined standard commer- 
cial articles and authorized the War Con- 
tracts Price Adjustment Board to exempt 
classes of them when circumstances so 
warrant. 

The Price Adjustment Boards have 
studied this question in considerable de- 
tail. They studied it before Congressional 
consideration; they made extensive repre- 
sentations to Congress in connection with 
it; and in a release which was issued March 
16 they tried to tell businessmen that they 
should not expect many exemptions of 
standard commercial articles. 

That release was as follows: 


“Studies of the existence of excessive profits in the 
standard commercial article field, in connection with the 
Congressional hearings on the amendments to the Re- 
negotiation Act, indicated that the production of stand- 
ard commercial articles purchased in substantial volume 
for war purposes had generally resulted in excessive 
profits on renegotiable business both in 1942 and in 
1943. 

“The Congress rejected the suggestion that a basis 
for exemption existed by reason of the fact that a par- 
ticular article constituted a standard commercial ar- 
ticle or was sold under OPA ceiling prices. 

“Furthermore, it is noted that the fact that an in- 
dividual contractor may not be making excessive prof- 
its on such an article is of little significance. The status 
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of the individual contractor is more readily dealt with 
through renegotiation where he can be given a clearance 
if, after examination, it is found that no excessive prof- 
its exist in the particular case. 

“Tn order that useless requests for exemptions may 
be avoided, the Board has made public its conclusions 
that exemptions under this section of the Act can be 
made only where competitive conditions have been such 
as reasonably to protect the government against 
excessive prices, and on the basis of broad national con- 
ditions and considerations, and after complete research 
and development of the factual and legal questions in- 
volved. 

“All requests for petitions for the exemption of a 
standard commercial article, or of types or classes of 
contracts or subcontracts where it is claimed there is 
effective competition, should be made in writing in 
quintuplicate and addressed to the War Contracts 
Price Adjustment Board, and should be fully supported 
by a full statement of facts setting forth the basis for 
the requested exemptions.” 


I do not believe there will be any exemp- 
tions of any class of standard commercial 
articles if it is found that companies dealing 
in that article are making or are likely to 
make excessive profits. No individual com- 
pany will be exempted. The exemption can 
go only to a class, and any exemption must 


be effective with respect to the whole 
class. Any presentation which does not 
cover the whole of a class cannot be effec- 
tive so far as the Board is concerned. 

If I were the manufacturer of any stand- 
ard commercial article, I would not put 
myself in such a frame of mind that I 
would be disappointed if my product were 
not granted an exemption. 

To the raw-materials exemptions, which 
existed under the old law and which I dis- 
cussed earlier, Congress added another 
exemption, namely, that of agricultural 
products. The exemption section on these 
products reads: 

“Contracts and sub-contracts for agricultural com- 
modities in their raw or natural state, or if they have no 
established market in that state in the first form beyond 
that state for which they normally have an established 
market, including products resulting from cultivation 
of the soil, natural resins, saps and tree gums, animals 
and marine life, and the produce of live animals such as 
dairy products and wool,” 

Interpretations of that provision, in 
terms of actual commodities, will be issued 
in the near future. However, I think there 


should not be a great deal of confusion as 
to what is or is not exempt. 

The new law also exempts certain con- 
struction contracts. There are two exemp- 
tions: One is mandatory and exempts 
completely and retroactively all construc- 
tion contracts let pursuant to competitive 
bidding. Competitive bidding, the Con- 
gressional committee’s report indicated, 
is such as will meet the requirements set 
forth elsewhere in the statute. To meet 
such requirements it is necessary that the 
contract shall have been let after advertis- 
ing. The net result is that very few, if any, 
construction contracts were actually ex- 
empted; practically none of them not sub- 
ject to renegotiation were let prior to July 
1, 1943, on the basis of advertisement. 

However, the law did give the War Con- 
tracts Price Adjustment Board the au- 
thority to exempt any class of contracts 
when it was found that competitive condi- 
tions had been fully restored in that in- 
dustry at the time the contracts were let. 
The Board has authority to do this only 
for fiscal years ending after June 30, 1943. 
Under such authority it has ordered such 
an exemption for construction contractors 
on the grounds that competitive condi- 
tions had been fully restored in that field 
by June 30, 1943. Accordingly, any con- 
tract for construction (and by that is 
meant what we ordinarily mean by “‘con- 
struction’—buildings, houses, plant, 
bridges, etc.—not machinery and equip- 
ment) entered into after June 30, 1943, 
will not be subject to renegotiation. 

The amendment added an exemption 
for all contracts entered into with chari- 
table, religious, and educational institu- 
tions. It exempted subcontract under a 
contract that was exempted by Section 
403 of the statute. 

Assume that you are selling equipment 
or material to a mine, whose business is 
wholly exempt under the statute, not un- 
der any of the discretionary powers of the 
War Contracts Price Adjustment Board. 
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The item which you sell to that company 
either enters into its product or works 
directly on the product so that it if were 
not for the statutory exemption of the prod- 
uct of the mine it would be subject to 
renegotiation. In such a case your sale, 
which is a subcontract, is not subject to 
renegotiation. 

If you sell office supplies to anyone other 
than the government, irrespective of 
whether he sells them to the government 
or to someone else or uses them himself, 
you are not subject to renegotiation. 

The amendment also put into the law a 
policy which the Price Adjustment Boards 
had adopted although they were stretching 
the law a little to do so: namely, it pro- 
vides that an integrated producer (for 
example, a company that operates a mine 
and then carries the processing of the prod- 
uct on to a finished state somewhere up 
the line, past the point at which the ex- 
emption ceases) shall be exempt from re- 
negotiation on all profits earned up to the 
final exempt stage. Under the old law 
there was considerable question as to 
whether we did not have to renegotiate 
such a company on its entire business, 
clear back to the mine, because there was 
no contract for a sale at an exempted stage. 

The Boards, however had felt that 
would not be fair, and under the old law 
they had adopted the policy of not touch- 
ing profits attributable to operations up to 
the exempt stage and of considering only 
the profits made on operations beyond 
that point. The statute as amended by the 
Revenue Act of 1943 adopted this policy 
of the Boards and made it law. 

Of the new exemptions, several were 
made retroactive. In other words, they 
were made effective clear back to April 
28, 1942, and any contractor who was 
renegotiated on any such business is en- 
titled under the law to have his renegotia- 
tion agreement or determination reopened 
and reconsidered. 
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Agricultural products of the type that 
are now exempted under the new law are 
exempted retroactively as are also con- 
tracts with religious, charitable, and edu- 
cational institutions, and subcontracts 
under statutorily exempt contracts. 

In addition to the exemption of the 
early stages of an integrated producer of 
raw materials, which I just mentioned, 
there has also been included an allowance 
for excess inventories. This provision was 
designed to take care of contractors who 
had substantial amounts of an exempted 
product on hand, such as processors of 
agricultural products or the products of 
mines, oil wells, and the like. The theory 
was that if such a producer had more of 
such products on hand than necessary to 
cover his commitments at the time, he 
should be allowed to take advantage of 
any market increases in their value with- 
out being subject to renegotiation. 

In other words, when he applies such 
an inventory at a later date to the produc- 
tion of renegotiable business he will be 
allowed to charge it for that inventory in 
such a way as to take advantage of the 
speculative profit which he made by hav- 
ing had on hand more than his normal 
manufacturing requirements. 

If a speculator had owned such an in- 
ventory and thén sold it at that stage 
without further processing, he would not 
have been subject to renegotiation; he 
would have sold an exempted product. 
Congress amended the statute to provide 
that anyone who did not sell such an in- 
ventory, but kept it and processed it later, 

should be allowed the speculative profit 
that he would have made had he sold it as 
a speculator. This provision was also made 
retroactive. The regulations and rules 
governing the determination of this type 
of profit have not yet been issued. It is 
pretty difficult to formulate such a rule 
which will be practicable, but work is un- 
der way on it at the present time. 
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RESERVES FOR WAR CONTINGENCIES 
AND POSTWAR ADJUSTMENTS 


HERBERT E. MILLER 


E PURPOSE of periodic financial 
statements of a corporation is to fur- 
nish information that is necessary 
for the formulation of dependable judg- 
ments.”* Even in normal times this is a 
substantial challenge to accountants, con- 
sidering the complexity of our corporate 
system. During a period when our entire 
business economy is geared to the exigen- 
cies of total war, the task of preparing ac- 
counting statements adequate for the 
formulation of dependable judgments as- 
sumes immense proportions. 

The Committee on Accounting Proce- 
dure of the American Institute of Account- 
ants has issued an excellent statement 
which refers to some of the accounting im- 
plications of a war period. 

“While many items in financial statements are 
determinable with substantial accuracy, others 
involve estimate or approximation and require the 
exercise of informed judgments within a compara- 
tively wide range of reasonableness. There is in- 
creasing recognition of the fact that the signifi- 
cance of periodic financial statements is limited 
accordingly. The tentative character of such 
statements is accentuated under war conditions 
because of the change in methods of doing busi- 
ness and because accounting measurements are 
largely dependent on the course and duration of 
the war. Current financial statements are, there- 
fore, necessarily less indicative of such things as 
earning capacity, ability to pay taxes, and capital 
value than statements prepared under normal 
conditions.’” 


The above statement, the extensive cur- 
rent use of qualifying notes accompanying 
the presentation of certified statements, 
and the prevalence of provisions for war 
contingencies and postwar adjustments 

1 “Accounting Principles Underlying Corporate Fi- 
nancial Statements” prepared by the Executive Com- 
mitte of the American jaetting Association, Ac- 


COUNTING REview, June, 1941, p. 
2 Accounting Research Bulletin, No 13, p. 113. 


are indications of the degree to which prac- 
ticing accountants recognize that in many 
instances interpretations of accounting 
statements should be made for the dura- 
tion with more than the usual grain of salt.’ 
If for no other reason, the current popu- 
larity of provisions for war contingencies 
and postwar adjustments or some such 
titled reserve seems to invite a review of 
this practice. Its popularity is disclosed in 
a study by the Research Department of 
the American Institute of Accountants re- 
ported in the November, 1943, Journal of 
Accountancy. And since such reserve provi- 
sions may accomplish—or at least open the 
way for—profit-smoothing, perhaps a re- 
view of “‘accepted” practice in this area of 
accounting is justified. In this paper our 
concern will be with general accounting 
theory and practice and will not include 
the problem of tax policy in relation to 
postwar conversion expenditures. What 
may be fair and equitable for tax purposes 
and for the accounting procedures in- 
volved under a specific tax law are dis- 
tinct from a consideration involving gen- 
eral accounting theory and practice when 
there is no specific tax law which requires 
a certain type of reserve accounting. 
Time plainly labels this practice “The 
Great Leveler.’”* Perhaps the only objec- 
tion to this label is that it implies a degree 
of consistency or uniformity of practice in 
the matter of such reserves when none 
exists. In order to test this—in a limited 
fashion, to be sure—the financial state- 
ments of forty industrial companies for 


* “After having stated several rules for the guidance 
of accountants in the preparation of . . . statements 
, perhaps one rule should be given to ‘the reader of 
the statements: Take them with a grain of salt.” H. A. 
Finney, General Accounting (Prentice-Hall), p. 159. 
4 Vol. XLI, No. 19, p. 88. 
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the years 1939 through 1942 were examined. 
The companies selected were taken in al- 
phabetical order (through Kennecott Cop- 
per) from those listed on the New York 
Stock Exchange which reported assets of 
$100 millions or more in 1941. In only fif- 
teen instances was it possible to accuse or 
to compliment the company for attaining 
what might be construed as some degree of 
profit-smoothing. In the aggregate, the 
performance of the fifteen companies can 
be summarizea as follows: 


(000 omitted) 


Add back provisions for war contingencies and postwar 


The performance of four (carefully se- 
lected) of the fifteen was as follows: 


(000 omitted) 


Add back provisions for war contingencies and postwar 


In order to obtain a further impression 
of whether there is any functional relation- 
ship between the profitability of an enter- 
prise and the size of its provisions for war 
contingencies and postwar adjustments, 
the 1942 financial statements of sixty-six 
companies known to be subject to renego- 
tiation were scanned. Of the sixty-six, 
forty had either completed renegotiation 
or were evidently far enough along with 
the proceedings to be able to set up suffi- 
cient provisions for renegotiation settle- 
ments at statement time—sufficient in the 
sense that the final settlements apparently 
did not cause any material change in the 
1942 financial statements such as would 
require the filing of an 8K amendment 
with the Securities and Exchange Com- 
mission. The forty companies, then, ap- 
pear to be reasonably comparable in the 
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sense that renegotiation results were rather 
precisely known prior to the issuance of 
financial statements. This implies that re- 
negotiation probably was not among the 
contingencies or possible war adjustments 
remaining indefinite at statement time. 
Thirty of the forty companies made some 
provision for wartime contingencies or 
postwar adjustments, or both, through 
profit and loss on their 1942 statements.* 
It was found that, on the basis of per- 
centage of net sales, the thirty companies 


1942 1941 1940 1939 
... $189,283 $201,127 $166,134 $142,321 
29,459 37 ,694 5,250 
... $218,742 $238,821 $171,384 


had made provisions for reserves of this 
type varying from 0.42 per cent to 3.15 per 


1942 1941 1940 1939 
... $37,448 $ 37,337 $ 37,053 $ 36,235 
11,000 10,000 
$48,448 $47,337 $ 37,053 


cent—the average percentage being 1.21. 
In the remaining ten instances, manage- 
ment or the accountants had not made any 
such reserve provisions. Yet these ten firms 
are also involved to some extent in the war 
effort. In terms of this percentage relation- 
ship, then, the net income transferred to 
earned surplus is “adjusted” in varying 
degrees by these reserve provisions—in 
some instances causing the relationship of 
reported net income to net sales to be al- 
tered by as much as 3 per cent or more. 
Unless the extent of the variation is gen- 
erally recognized, there is some danger 
that this practice may be misleading. In 
the analysis of financial statements the 
percentage relationship of reported net in- 


5 Only occasionally are such reserves provided out of 
surplus, 
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come to net sales is a rather widely used 
ratio, and in most instances the percentage 
probably is accepted without the degree of 
qualification which seems necessary in 
view of the diversity of practice in connec- 
tion with reserve provisions. 

The relationship of these war reserve 
provisions to net income after taxes and 
renegotiation (i.e., net income with the 
reserve provisions added back) reveals no 
pattern or central tendency. For instance, 
the amount of net income after taxes and 
renegotiation was diminished by reserve 
provisions ranging all the way from 7.3 to 
75.1 per cent. The average of the percent- 
ages is 29.3 per cent, but it is not a sig- 
nificant percentage since there is no 
meaningful central tendency among the 
corporations.® 

It may be contended that the use of 
reserve provisions of this type is justi- 
fied on conservative grounds, as well 
as because they afford a means by which 
accountants may call the attention of 
the statement user to the important fact 
that accounting statements are, during 
such an uncertain period, more than ever 
an approximation. Nevertheless, some 
statement users might rather seriously in- 
quire whether, as between different com- 
panies, it is not reasonable to expect 
accountants, in their gestures of conserva- 
tism, to be more consistent in their pro- 
cesses of approximation. 

In the examination to discover whether 
there might be a functional relationship 
between profitability and the size of re- 
serve provisions, two analyses were at- 
tempted. First, the corporations were 
arrayed in the order of their profitability 
as revealed by the per cent found by re- 
lating net income after taxes and renego- 
tiation to the operating expenses. Then the 

6 The above comments are not meant to imply that 
there is or should be a formula for measuring possible 
postwar impact. The purpose of this paper is to ascer- 


tain whether there is any discernible pattern in these re- 
serve provisions. 
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reserve provisions as a percentage of net 
sales were plotted. The plotted points on 
the resulting scatter diagram were, per. 
haps appropriately, decidedly scattered, 
In other words, so far as these thirty ob- 
servations were concerned, there was no 
clear tendency to support a conjecture 
that the more profitable the corporation, 
the greater the provision for war contin- 
gencies and postwar adjustments ex- 
pressed as a percentage of net sales. 

The second test used to determine 
whether there might be any functional re- 
lationship between profitability and re- 
serve policy also made use of the reported 
net income after taxes and renegotiation 
but before any provisions for contingencies 
or postwar adjustments. The relationship 
of this to the computed excess profits tax 
credit of the corporation was computed, 
so that the net income after taxes and re- 
negotiation could be expressed as a per- 
centage of that credit. This method was 
intended to provide a rough measure of 
war-induced prosperity. Then a scatter 
diagram was prepared comparing these 
percentages of profitability with the re 
serve provisions expressed as percentages 
of net income after taxes and renegotiation. 

Although the resulting scatter diagram 
cannot be described as encouraging, it 
seemed to warrant a test for correlation. 
The calculated coefficient of correlation 
was .426. This relationship could occur 
through chance alone once in thirty times. 

This is one of those instances in which it 
seems advisable to ignore the implications 
of a computed correlation. In view of the 
fact that the coefficient of determination is 
18 per cent, it seems sensible to hold that 
these data do not afford any convincing 
support for the belief that, in general, the 
greater the amount of net income after 
taxes and renegotiation in relation to a 
corporation’s excess-profits-tax credit, the 
larger will be the share of that net income 
devoted to reserve provisions. 
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The precise interpretation to place on 
this type of profit and loss deduction pre- 
gnts a problem which is not without com- 
plications. Using the words of the Institute 
Committee on Accounting Procedure, 
these war reserves present “...in acute 
form the problem of reconciling two basic 
accounting objectives: first, that of bring- 
ing charges as nearly as may be into the 
same accounting period as the revenue 
against which they are fairly applicable, 
and secondly, that of basing accounting 
entries as far as possible on objective evi- 
dence or on estimates of a reasonably de- 
fnitive character.’’’ Another complication 
stems from the variety of “acceptable” 
statement presentations for these items. 
Putting aside for the moment the balance- 
sheet aspects of these reserves, what is 
the recommended interpretaton so far as 
the profit and loss statement is concerned? 

As mentioned earlier, such reserve pro- 
visions may accomplish, or at least open 
the way for, profit-smoothing. In some 
instances it is easier to ignore this interpre- 
tation than to argue against it. It is not 
easy to fit these items into an accounting 
philosophy which places considerable em- 
phasis upon realization. They are not such 
a problem under the ‘“‘matching”’ concept 
so forcefully expounded by Paton and 
Littleton .® 

These authors explicitly recognize that 
“under some circumstances an anticipated 
expenditure must be accrued over a period 
of years.”” And the Research Department 
of the Institute holds that 
“Sound accounting practice generally requires 
that current revenues should be charged with all 
reasonably determinable costs and losses fairly 
applicable thereto. Wartime revenues, therefore, 
should ordinarily be charged with all the costs 
and losses attributable to the war period, even 


though their exact determination cannot be made 
until the postwar period. Although the allocation 


" Accounting Research Bulletin No. 13, pp. 112-3. 

* W. A. Paton, and A. C. Littleton, An Introduction 
40 Corporate Accounting Standards, American Account- 
ing Association, p. 72. 
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to the war period of such costs and losses of the 
postwar period constitutes one of the more dif- 
ficult problems relating to special war reserves, it 
should not, nevertheless, be ignored. Otherwise, 
income during wartime would be overstated and 
not corrected until the postwar period.”*® 


In other words, in an accounting sense, 
provisions for contingencies and postwar 
adjustments represent an attempt to do a 
more reasonable job of ‘gauging the drift” 
of an enterprise than would be accom- 
plished by a strict adherence to realization 
as a prerequisite for profit and loss presen- 
tation. It is well to recognize, however, 
that these reserve provisions make the ac- 
counting process more subjective in char- 
acter than would otherwise be the case. 

Nevertheless, there are certain aspects 
of these reserve provisions which might 
well disturb a statement user. As previ- 
ously noted, it is rather difficult to explain 
away the wide differences in practice. 
Surely one should hesitate to conclude that 
a corporation which makes no provision for 
postwar adjustments is the fortunate cor- 
poration with no foreseeable postwar 
problems. And how should one interpret 
the great differences involved percentage- 
wise in the reserve provisions? Surely the 
divergence is too wide to be attributed to 
the tendency for the accounting process to 
become less precise during a war period. 
Perhaps it would be more realistic to ac- 
cept the interpretation that “‘. . . some of 
the figures in published financial state- 
ments are not only approximations but 
often verge perilously close to guesses.’”® 
One of the most realistic appraisals of 
reserves of this type is the comment of 
Victor H. Stempf “. . . that the amounts 
have had little relation to reality; by and 
large they have been substantial lump-sum 
appropriations which seem to have been 
governed either by whim, preconceived 
plans to equalize profits beween years, or 
Loe. cit., p. 397. 

10 Ste; Gilman, “Reporting of War Accounting 
ay gael Journal of Accountancy, September, 1943, 
p. 200. 
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expediently fixed in relation to earnings 
available for the purpose, instead of being 
based upon maturely considered postwar 
plans supported by bills of material, en- 
gineering estimates, and similar credible 
evidence.””" 

This introduces another problem which 
probably interests the practicing ac- 
countant as well as the statement user. 
In the matter of these reserve provisions, 
what kind of review procedure should 
be undertaken in a regular audit? Stempf, 
admitting the difficulty, suggests that 
these items can be reviewed without 
the introduction of new auditing proce- 
dures. “‘Whether accruals of $1,000 or 
$10,000,000 are the proper subject of 
postwar reserves is determinable... by 
the application of generally accepted au- 
diting standards.’’”* Some accountants do 
not share this philosophy. In a hasty re- 
view of seventy-five opinions accompany- 
ing 1942 statements, only one was ob- 
served that specifically referred to war- 
time reserves. 

“During the year, upon authorization of the 
Board of Directors of the Company, there was 
added $2,500,000 to the special contingency re- 
serve as provision for wartime contingencies and 
transition to peacetime economy, by charges to 
income. Although a provision for this purpose is 
appropriately chargeable against income we are 


not in a position to express an opinion as to the 
amounts as charged.” 


At the present time it is probably incor- 
rect to assume that these provisions have, 
in general, been subject to careful and 
systematic review by the public account- 
ant concerned, and that he has satisfied 
himself that such items are supported by 
“persuasive, credible, and convincing”’ evi- 
dence as to their reasonableness. No criti- 
cism of the accounting profession is in- 
tended by these comments. The problem 
is especially complex and it takes time to 

11 “Reserves to Meet Indeterminable War Costs,” 


Journal of Accountancy, November, 1943, p. 388. 
2 Loc. cit., p. 389. 


develop standards to meet new situations, 
But if the profession can evolve a working 
area of agreement on this problem it 
should return good dividends by increasing 
the prestige of the accountant’s opinion. 

Although only a small amount of space 
is devoted to a discussion of the balance- 
sheet presentation of reserves for war con- 
tingencies and postwar adjustments, it 
does not necessarily follow that this aspect 
of the problem is unimportant or already 
settled. In order to introduce the problem, 
the following accounting entry, taken from 
a published statement, is presented: 


$13, 897,270.77 


The following note supplemented the above 
accounting treatment: 

“For the year 1942 an addition of $13,897,270.77 
was made to the reserve previously provided for 
expenses and rehabilitation costs incident to 
transformation to postwar conditions. The sum 
of $3,897,270.77 being equivalent in amount to 
the postwar refund of excess profits taxes to be 
ultimately funded by bonds receivable from the 
United States Government was provided by 
charge to operations of the year 1942, and the 
amount of $10,000,000 was appropriated by the 
Board of Directors from earned surplus.” 


In this instance, the reserve account is 
presented just above the net worth section 
of the balance sheet. 

If the following questions are pertinent, 
are good accounting answers, supported by 
accepted practice, readily available? 

(1) Is it correct to infer from the above 
accounting treatment that the entire credit 
balance of the Reserve for Transformation 
to Postwar Conditions will be available to 
absorb “expenses and rehabilitation costs 

18 Of the sixty-six corporations referred to earlier, 
fifty-three made some provision for war contingencies 
adjustments. Twelve of these corporations 


postwar credit as a measure, either entirely 
or in part, of the reserve provision. 
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incident to transformation to postwar con- 
ditions”? If so, then at least $10,000,000 
of expenses and costs will not have ap- 

on any profit and loss statement. 

(2) Is it theoretically justifiable to make 
no distinction for balance-sheet classifica- 
tion purposes between credit balances aris- 
ing from profit and loss debits in the one 
instance and from earned surplus debits in 
the other? In other words, is a surplus re- 
serve the same as a reserve provided 
through profit and loss? 

(3) Does an action by a Board of Direct- 
ors nullify an accounting concept—so that 
an amount appropriated out of earned sur- 
plus by the Board of Directors is no longer 
part of net worth? If such an amount is 
still net worth, why remove it from its ap- 
propriate classification? 

The following quotations from Financial 
Statements by M. B. Daniels suggest 
sound answers for the above questions. 


*,..a deplorable and corrupting feature of 
present-day practice is the showing in the bal- 
ance sheet of what appears to be a separate 
division of equities, called ‘reserves,’ usually 
placed between the liabilities and the stockhold- 
ers’ equity. This is misleading even if only ap- 
propriations of surplus are so listed, especially 
when no total for liabilities is shown, but it is 
definitely objectionable when contra assets and 
liabilities are included and inexcusable when these 
are combined with surplus reserves under a single 
caption... . It is not improper for the manage- 
ment to evidence its conservatism by appropriat- 
ing surplus in amounts approximating certain 
possible losses and contingent liabilities—al- 
though all surplus is essentially a reserve for con- 
tingencies—but such appropriation does not 
change the nature of the item and justify its ex- 
clusion irom stockholders’ equity. ... It is true 
that certain ‘reserves’ are rather difficult to class- 
ify... [but] it should be remembered that no 
intelligent analysis of the balance sheet can be 
made until all ‘reserves’ are classified as contra 
assets, liabilities, or surplus, and surely the one 
who prepares the balance sheet is in a better posi- 
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tion to do this in the light of all the circumstances 
than is the reader of the statement.” 


In this whole problem of reserves for war 
contingencies and postwar adjustments, 
the philosophy embraced within “‘Account- 
ing Principles Underlying Corporate Fi- 
nancial Statements” has considerable ap- 
peal. 

“Income should not be distorted or artificially 
stabilized by creating arbitrary reserves either by 


appropriating income or surplus or by overstating 
expenses in certain periods and losses pertaining 
to succeeding periods. Earned surplus reserved 
for contingencies or for similar purposes does not 
lose its character-as earned surplus; expenses or 
losses arising from contingencies thus anticipated 
should be reflected not as reductions of the re- 
serve but in the income statement of the period 
in which they are recognized.’™® 


It is difficult to answer the contention 
that although the idea of reserve provi- 
sions of this type makes good accounting 
sense, as currently used they impair the 
general usefulness of accounting state- 
ments. If the major function of these re- 
serve provisions is to communicate an un- 
measurable uncertainty, why not use the 
English language (notes are an integral 
part of accounting statements) instead of 
an accounting entry? If it is their purpose 
to accomplish a more realistic reporting of 
the results of business activity, then it 
seems fair to suggest that convincing 
standards of review be made known within 
the concept of generally accepted account- 
ing principles and auditing procedures. It 
is hardly reasonable to expect statement 
users to construe correctly the accounting 
entries involved, particularly in view of the 
amount of divergence in accounting prac- 
tices at this time. 

4 Financial Statements (American Accounting Asso- 


ciation), pp. 31-35. 
1 Loc. cit., paragraph C-4. 
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A VIEW OF THE STATISTICAL METHOD 


W. Epwarps DEMING 


NE of the main contributions to pure 
@) and applied science, to industry,and 

to government administration in re- 
cent years is the accelerated use and de- 
velopment of statistical thinking. The 
scientific method, whether it be applied in 
pure or applied science, industry, or gov- 
ernment, requires use of the statistical 
method. Science might be called the study 
of phenomena that are repeated and re- 
peatable and on which all observers can 
agree. This, however, is not sufficient; ob- 
servers do not all agree, because things are 
not exactly repeated and repeatable. All 
things vary. There is no exact science. The 
best that one can do is lay down rules of 
action that may be used for doing things in 
spite of variations. The more “exact” 
science becomes, the more evident it is that 
the ultimate development of science leads 
to the statistical method. The statistical 
method provides a way of setting probabil- 
ity tolerances on chance variations and of 
pointing to the existence of variations that 
arise from assignable causes. The statisti- 
cian possesses the tools for doing these 
things and for collecting data to make his 
tools effective in formulating rational 
courses of action. 

As I said, all things vary, and that is 
why the statistical method is needed. Peo- 
ple are not alike; they have different tastes, 
and do not all perform best under the same 
conditions. A good personnel man is aware 
of these variations, and tries to fit condi- 
tions to people rather than fit people to 
conditions. Of course, sometimes a little of 
both is required. Peas are not alike; neither 
are all purchases of sugar or salt. Machines 
vary. Moreover, any one machine turns 
out different sizes of articles, one after an- 
other. These sizes may, however, be alike 
enough—i.e., the variations in size may all 


be within specified limits, or perhaps a 
large enough proportion of them may be 
within specified limits. 

Inventories will fluctuate from one 
month to another; discrepancies between 
book and physical inventories will also 
fluctuate; prices and margins of an identi- 
cal article will vary from one retail store to 
another, even within the same city and 
class. The time required by the railroad to 
take a freight car from Charleston to Los 
Angeles is going to vary. Variations are to 
be expected. What one needs to investigate 
in a scientific study of economics, sociology, 
transportation, or engineering is the source 
of a variation that appears to be abnormal. 
But what is abnormal? The statistician 
has the answer. One of the most pow- 
erful statistical tools that he uses is 
known as the Shewhart control chart. It 
separates chance causes from assignable 
causes. I shall not try to define a statisti- 
cian, but am content to tell some of the 
things that he does. A statistician is not 
just a reporter in figures; neither is an 
accountant. Both professions, more and 
more, are coming to be recognized as pos- 
sessing important administrative functions 
in both government and private business, 

There are two kinds of variations, and 
it is the task of the statistician to dis- 
tinguish between them. Some variations 
arise from causes than can not be traced, or 
should not be, because one almost always 
only wastes time and money in trying to 
trace them. These are chance causes. The 
other kind of variation arises from an as- 
signable cause—i.e., a cause that one is 
justified in looking for. The statistician 
must distinguish between these two differ- 
ent kinds of variations. The distinction be- 
tween these two kinds of variations is ex- 
tremely important administratively. Fail- 
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yre to distinguish between them often re- 
sults in severe financial losses and waste of 
time. The statistician must be able to say 
when it will pay to look for the cause of 
yariation and when it will not.? 

It so happened that in the first days of 
1944 more traffic fatalities occurred in the 
city of Washington than on the corre- 
sponding days of the previous year. Now of 
course it is deplorable that there are any 
accidents at all, but one must face the 
fact that if any occur they will vary in 
number from day to day and from week to 
week. It is unscientific to say that because 
there were three fatalities on a certain New 
Year’s Day and only one on New Year’s 
Day the year before, there must be an 
assignable cause of this difference. Yet 
plenty of reasons were assigned! It is only 
when a variation is abnormal, or out of 
line with the preceding and succeeding 
variations, that one can point to the exist- 
ence of assignable causes. Too often a 
medical officer of an industrial plant has 
taken to himself the credit for a drop in the 
sick rate in one month from the preceding 
month, only to find that the rate rises the 
next month. It pays to consult a statisti- 
cian before assigning the cause of a de- 
crease. 

The simplest illustration of chance 
causes is the throwing of dice. Suppose a 
pair of dice is thrown over and over again 
under conditions of fair play. Certainly 
we do not find the same numbers turning 
up time after time; if we did we should 
certainly not call it fair play. We get a suc- 
cession of results, and the appearance of 
these results when written down in a se- 
quence presents what we call randomness 
or the operation of chance causes. 

The distinction between chance causes 
and assignable causes is one of the most 
difficult things to comprehend. Both fail- 

1 These thoughts are extended in the mo h by 
Walter A. Shewhart entitled ‘‘Statistical Method from 


the Viewpoint of Quality Control.” (The Graduate 
School, Department of Agriculture, Washington, 1939). 
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ure and success in this comprehension lead 
to momentous conclusions. The fact that a 
rate can be higher one day than the day 
before or the year before (as an accident 
rate) without an assignable cause—i.e., 
a cause that it pays to look for—is a fact 
that must be faced. At first the idea seems 
to discredit all that one has been taught in 
science wherein one learns the law of cau- 
sality, which teaches that everything that 
happens takes place because of something 
that happened before—i.e., every varia- 
tion arises because something made it go 
that way. 

The statistical method teaches nothing 
in opposition to the law of causality. The 
statistical method is a practical man’s 
method. While admitting that there cer- 
tainly is a reason why any quality or rate 
will vary from day to day, or from person 
to person, the practical man must realize 
that it is futile to try to chase down a 
cause of variation that he is not going to 
find. 

A practical criterion of randomness is 
given in the Shewhart control methods. 
Some function of each throw or successive 
groups of throws of the dice is plotted in 
order of time. This function might be the 
sum of the spots, or their average, or their 
range, or their standard deviation, or any 
other function. The plotted points will fall 
within certain lines called the Shewhart 
control limits. The control limits can be 
easily indicated on a chart.” 

The important thing is that the Shew- 
hart control limits are action limits. When 
the variations are such that 25 or more 
successive points fall within the control 
limits (as they will when dice are thrown 
with care), we may make the assertion that 

2 A practical and concise reference, easily obtainable, 
is published by the American Standards Association, 29 
West 39th Street, New York 18, price 75 cents. The title 
is “Control chart method of controling quality during 
production.” Colonel Leslie E. Simen’s admirable text 
An Engineers’ Manual of Statistical Methods (John 


Wiley, 1941) is recommended for more extensive read- 
ing. 
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practically all of the next 500 points will 
fall between these same limits. When a 
point goes outside the limits we can make 
the assertion that there has been a change 
in the process—a substitution of dice has 
been made or something has been done 
that was not a part of the regular process of 
shaking and throwing. 

The statistical method is not guesswork. 
The calculus of probabilities is used, not to 
take chances with, but to take the guess- 
work out of science. When only chance 
causes are operating it is possible to pre- 
dict on the basis of past observations, and 
with a known risk, what proportion of the 
next 500 observations (traffic counts, 
sickness rates, discrepancies in inventories) 
will fall between any named pair of limits. 
The mathematical processes are now so 
well worked out that the calculations re- 
quire only the use of a table or chart and 
the simplest kind of arithmetic. Any de- 
parture that is observed outside this pro- 
portion indicates causes other than chance 
causes. 

Thus, if in a large plant an average of 
100 minor accidents is reported daily, and 
if the variation from day to day has been 
exhibiting the phenomenon of randomness 
as manifested by the Shewhart control 
chart, then on any day when the accident 
report lies between 70 and 130 no explana- 
tion and no investigation is required. 
Movements up and down between these 
limits are not cause for speculation; they 
are to be expected. If the rate did not show 
variations pretty well occupying the space 
between these limits, there would indeed 
be cause for speculation, perhaps as to pos- 
sible incorrect reporting. But let the rate 
rise beyond 130, or drop below 70,’ and 
almost always a cause can be found. 

Incidentally, if the rate drops below 70, 
it is particularly important to discover the 

* These are the Shewhart control limits for an average 
rate of 100. They are easily read from the chart on page 


20 of the American Standards publication mentioned in 
Footnote 2, 


cause, because clues may thus be obtained 
to methods for permanently lowering the 
accident rate. 

It is perhaps easy to see how important 
these tools are in manufacturing. If one 
knows when to look for trouble in the 
manufacturing process, and when not, he 
is saved a great deal of worry and expense, 
It costs money to look for trouble, par- 
ticularly when there is none to look for. On 
the other hand, it costs money: not to look 
for trouble when there is trouble. In too 
many manufacturing plants any variabil- 
ity has been taken as an indication that 
conditions have not be constant. Actually 
there are no constant conditions in the 
sense of conditions that will produce con- 
stant results over and over. The closest 
approach to constancy is the statistically 
controlled process, which is one that pro- 
duces results that fall within the Shewhart 
control limits. It is the limits that remain 
constant. By the use of the Shewhart con- 
trol chart one looks for trouble only when 
a point goes outside the control limits, and 
thus an economic balance is struck be- 
tween two kinds of mistakes, namely (1) 
looking for trouble that does not exist, and 
(2) neglecting to look for trouble that does 
exist. 

The limits of chance variation may be 
narrow or they may be wide. Statistically 
controlled quality does not necessarily 
mean quality within narrow limits. It does 
mean quality within known limits. If nar- 
rower limits are desired, a new process 
must be designed; and very likely the cost 
per article will go up. 

Application of the Shewhart methods 
has been outstanding in industry of late 
years, but we can look forward to even 
more notable applications in the future. 
Their use will be extended to other fields, 
for example in the placement of personnel. 
The control chart furnishes a method of 
picking out groups of people that are 
homogeneous so that they can be expected 
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to work together with about the same level 
of performance as measured by production 
rate, error rate, or some other index of 
performance, and furnishes a check on the 
homogeneity of a group. Too often the 
policy of a personnel department is to post 
a notice showing the names of all those 
people in a manufacturing department 
whose work for the past week was below 
average. I feel certain that such methods 
will eventually be discredited. One must 
expect to find variability in the personnel 
of any department, and it is only the out- 
standing cases (those that stand outside 
the control limits) that require attention, 
such as further training in case of slow 
production or high error rate, or emulation 
in the case of high performance or low 
error rate. There is no essential difference 
between workers whose production or 
error rates differ only by chance as shown 
by the control chart. To mark those that 
fall below the average is the same as to 
mark those that fall above, for there is no 
difference that can be found between them. 

The personnel problem is just one of the 
fields into which the control-chart method 
will find its way. Application will also be 
made in the fields of inventory accounting 
and other business practices. An example 
isa problem in management described by 
William B. Rice in an article published in 
the Journal of the American Statistical 
Association for June, 1943. Overtime costs 
money (double, or time and a half) and is 
indicative of an unhealthy situation (fail- 
ure to keep the work cleaned up to date). 
Mr. Rice, through use of the control chart, 
discovered which departments in his com- 
pany were out of line during one month in 
the amount of overtime required. Causes 
were found and eliminated, and schedules 
met, with savings. 

I should like to illustrate my remark to 
the effect that the more exact science be- 
comes, the more necessary it is to realize 
that the ultimate end of exactness is not 
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exactness but the statistical method of 
dealing with inexactness. A simple example 
will suffice. Think of some article that is 
manufactured in large quantities. Some- 
thing very simple like a door knob will 
suffice for our purpose. Just imagine that 
you specify that the diameter is to be 2 
inches. Do you mean exactly 2 inches? 
You may answer “Yes” only if you do not 
mean what you say, because you can not 
mean exactly 2 inches—you can not define 
it. It is permissible for you to say that you 
mean exactly 2 inches only when you do 
not mean it—as when a diameter close to 2 
inches is good enough. 

The requirements on dimensions are 
very exacting when it comes to inter- 
changeability of parts. Think of some pre- 
cision piece-part in airplane construction 
that must fit into another, both being 
made in mass production. After a few 
hundred parts have been made, no matter 
how much care has been taken in the mak- 
ing, it will be found as they are measured 
that they are all different. The more care- 
fully they are measured the more evident 
it will be that there is a largest diameter 
and a smallest diameter, with the others 
scattered between. Most of them will 
usually be crowded toward the average, 
with progressiveiy smaller proportions ly- 
ing within intervals to the right and left of 
the average, though these proportions are 
not important. In other words, there will 
be a distribution of measurements, extend- 
ing from the smallest to the largest. We 
must deal with this distribution, because 
the pieces can not all be made alike. In 
demanding exactness we are forced to 
recognize inexactness, and to take the 
guesswork out of this inexactness by mak- 
ing use of the statistical method. 

Years ago men learned to accept the 
idea that diameters, weights, and other 
qualities can not all be made alike. Grad- 
ually the idea of tolerances evolved. One 
frequently sees a diameter marked 1 + .002 
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on a blueprint, +.002 being the “toler- 
ance.”’ But what does a tolerance of + .002 
mean? Must all the diameters fall within 
this interval, or is it satisfactory if 98 per 
cent of them do, or only 90 per cent? In 
order to avoid needless and costly refine- 
ment in manufacture, one should not 
specify that all the diameters must con- 
form to the tolerances unless it is absolute- 
ly necessary that all conform. If it is suf- 
ficient that 98 per cent of them conform, 
or 90 per cent, the specifications should so 
state, because it is much less costly to 
make 98 per cent conform than to make 
100 per cent conform. One does not specify 
any higher quality than will serve the pur- 
pose; the reason being that if he does, his 
competitor may not. 

The need for specifying the tolerances 
and the percentage conforming, and the 
need for evidence regarding the percent- 
age demand the statistical method. The 
idea of tolerances is not enough; one must 
deal with a distribution, and this is where 
the statistical method steps in. However, 
it does not by any means end there. The 
distribution must remain stable hour after 
hour, for economical manufacture. The 
statistical method provides tools by which 
the manufactured items attain and main- 
tain the stability of their distribution. This 
is done with the Shewhart control chart. 

It is significant that Shewhart named 
his first book The Economic Control of 
Manufactured Product (Van Nostrand, 
1931). Note the word “economic.” It is 
quite true that many manufacturers get 
along without the statistical method, but 
economical manufacture demands the in- 
stitution of statistical methods. As preci- 
sion and competition get more and more 
stringent, in either peace or war, the sta- 
tistical method is more and more required. 

I have tried to illustrate the futility of 
pushing exactness to the limit with phys- 
ical things. There is an analogous situa- 
tion in the social sciences. Data provided 
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by censuses and other surveys of social and 
economic data are a necessary link be- 
tween theory and the actual world. In such 
surveys the aim is to count the people or 
business establishments that fall into cer- 
tain classes. Thus, in the published reports 
of the Census one may find the number of 
people 20-24 years of age employed as 
operatives in the stone, clay, and glass 
manufacturing industries in the State of 
Missouri on April 1, 1940. Most people 
think of counting as being exact. But even 
counting is not simple. I am not thinking 
of mistakes, but of difficulties in definitions 
Did you ever try to count the number of 
words in a telegram? Does Los Angeles 
count as one word or two? It is a matter of 
definition and one must know the rules. 
There are difficulties, too, when one tries 
to define, for example, the number of in- 
habitants living within the confines of 
Philadelphia or any other city. There is 
first of all the question of whom to count. 
Shall we count just the people who have 
resided there a year, or shall we include 
people who are there on business, if only 
for one day? What about residents of Phil- 
adelphia who are visiting in Chicago or 
who are in a sanitarium at Asheville at the 
time the count is to be taken? Shall we 
count them? What about people who work 
in Philadelphia but live in Swarthmore or 
Chester? Shall we count them? Shall we 
keep separate tallies of these different 
classes of residents? The answer depends 
on the purpose for which the data are to 
be used. 

After we have obtained what we might 
call a satisfactory count of these different 
classes, how long would Philadelphia stay 
that way? The population rises and falls 
with births and deaths and with every 
trainload or carload of people that come 
in and go out. One must specify that a cer- 
tain degree of accuracy is enough for the 
purpose intended. Theoretically you could 
keep a current count day by day or week 
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by week, but the expense of doing so would 
tax the people out of Philadelphia. One 
must not specify more exactness than is 
needed for the purpose. 

Thus again, in the social sciences as in 
the exact sciences, one is forced to flee to 
the statistician for aid. One wants the 
count of inhabitants or classes thereof for 
certain purposes, and there is no use spend- 
ing money to get greater accuracy than is 
needed for these purposes. One must real- 
ize that the results will depend on many 
factors—the auspices, the date, the in- 
structions to the enumerator, even the 
weather. It may well be that a sample 
could be taken at one-seventh the cost of a 
complete count and be quite sufficient. The 
statistician knows the width of the error 
band for sample results, and is able to 
compute the size of sample required, the 
man power required, and the cost, for 
varying degrees of accuracy. 

Auditors will be interested in some of the 
considerations that determine the size of 
sample which is required for providing 
counts of different classes of a population, 
whether this be a population of people or of 
business establishments or of industry. 
For some purposes a complete count is 
required; for other purposes sampling is 
not only sufficient but is often better. 
Sampling is nearly always cheaper and 
quicker and is a less severe drain on man- 
power requirements; it also lessens the 
burden of response. Sampling is suitable 
for supplying figures for the frequencies of 
certain classes of a population, provided 
any sampling errors can be tolerated. Of 
course, if a complete count is less trouble 
and actually quicker, as is sometimes the 
case when the universe consists of only 
several hundred establishments, the com- 
plete count should certainly be used. 

Sampling introduces sampling errors, 
which may grow troublesome as the de- 
tail of tabulation increases and the cell 
frequencies consequently diminish. But 
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unlike many sources of error that are pres- 
ent in any survey, the sampling errors 
can be controlled by the design and size of 
the sample. The sample should not be 
larger or more costly than is required to 
serve the purposes intended. A sampling 
plan is said to be satisfactory if it can be 
depended on in advance to yield results 
that will lead to the same action as should 
be taken on the basis of a complete count. 
The sampling plan must provide the accu- 
racy required, but in the interest of con- 
serving time and funds it should not pro- 
vide more accuracy than is required. 
Sampling is not suitable for informa- 
tion that is to be used as a basis for formu- 
lating action that involves an individual 
and thus depends on the record obtained 
regarding certain characteristics of that 
individual (income tax, for example). 
Sampling can not take the place of a com- 
plete count when a complete count is re- 
quired by law. For instance, for a Con- 
gressional representation a complete count 
is required, and it was in fact for this use 
that the Census was originated in the 
first place. The substitution of sampling 
for a complete count, however desirable 
from a scientific standpoint, often requires 
a change in the law or a change in the 
writing of a contract. For instance, in 
the writing of specifications for manufac- 
tured articles it may be that the terms of a 
contract call for inspection of every article. 
The substitution of sampling, however de- 
sirable, calls for revision of the contract. 
In general there are two uses of sample 
data, enumerative and analytic. In both, 
the fundamental purpose is counting— 
counting the number of people having 
certain characteristics, such as male, white, 
age 30-34, in a certain occupational group, 
in the city of Chicago. The accuracy re- 
quired in the counting of any such class 
depends on the uses of the data, which in 
turn are a function of the consumer. In 
general, the accuracy required for the 
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enumerative use is greater than for the 
analytic use. For both uses, the ultimate 
purpose is action. 

In the enumerative use the action is 
directed at certain segments of the popu- 
lation, and is formulated on the basis of 
cell frequencies showing the sizes of these 
segments (e.g., the number of people 65 
and over). The action is taken without re- 
gard to the cause system that has pro- 
duced these frequencies and made them 
what they are. There are many enumera- 
tive uses of data. For instance, by law the 
Social Security programs depend in part 
upon enumerative results—the number of 
people 65 and over; and the same can be 
said of public health programs, agricul- 
tural adjustments, and other allotments. 
Sampling data will give sufficiently ac- 
curate measures of the frequencies of many 
segments of the population for enumera- 
tive uses. The greater the accuracy re- 
quired, the larger or more complex the 
sample must be. The required accuracy 
may be so great that it would be cheaper 
to make a complete count (as stated ear- 
lier); but in principle, if a complete count 


is not required by law or contract, sam- 
pling may be used. 

In the analytic use the action is directed 
at the underlying causes that have made 
the frequencies of various classes of the 
population what they are and will govern 
the frequencies of these classes in time to 
come. In studies of analysis, interest cen- 
ters in the patterns set by the frequencies 
in the tables, and in the changes that are 
observed to take place in these patterns 
from area to area, or from month to month, 
or year to year. For this purpose, a sample 


coverage will generally provide the infor- . 


mation required. As a matter of fact, for 
analytic purposes, even data from a com- 
plete count are to be interpreted as a sam- 
ple of the product of the underlying cause 
system, modified by chance causes. In 
many situations a small sample taken at 
frequent time intervals, by showing trends 
and changes while they are taking place 
will furnish more information for purposes 
of analysis than would be furnished at 
about the same cost by a much larger 
sample or a complete count taken at wider 
intervals of time. 


STATISTICAL USES OF ACCOUNTING 
DATA 


B. RIcE 


HE distinction between bookkeeping 

and accounting is a significant one. 

Bookkeeping can be defined as the 
procedure used in recording business trans- 
actions; accounting is the organization and 
analysis of the records. From the statis- 
tical point of view this division of labor 
can be compared first with the posting and 
computations of statistical data, and sec- 
ond with the collection and interpretation 
thereof. 


Many other valid parallels can be drawn 


between accounting and statistics. Both 
deal with figures; both require analytical 
skill; both apply to their data highly spe- 
cialized techniques. With so much in com- 
mon, it is surprising that accounting and 
statistics have so rarely worked together 
as a team. 

One reason may be an apparent differ- 
ence in basic philosophy. Accounting de- 
mands that debit and credit entries bal- 
ance to the last cent. Statistics is content 
with nearest thousands or even millions, 
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depending upon the size of the figures, be- 
cause the statistician’s work is largely 
estimating for the purpose of formulating 
policies and action. The accountant, 
trained to exactitude, may not understand 
the statistician’s tendency toward approx- 
imations. But the difference is more ap- 
parent than real, for the statistician would 
not dare to use accounting figures unless 
he knew that they did balance. Both ac- 
countant and statistician require the same 
degree of reliability and accuracy in the 
basic figures they use. It is the purpose for 
which they are used that makes the differ- 
ence. 

To illustrate this difference in purpose, 
suppose the president of a company calls 
in the controller and asks for a tabulation 
of annual sales for the past twelve years. 
The controller prepares the figures, with a 
comment on the fact that sales in 1943 
were 7.48 times as great as in 1932. With 
the help of statistical techniques he could 
amplify that statement by calculating the 
growth rate at, say, 19.0 per cent per 
annum, compounded, and would probably 
submit a graph to help the president in 
visualizing his company’s expansion. He 
would further be able to show, for instance, 
that 1943 sales were below the trend line, 
but not dangerously so; and he could set, 
by statistical calculations, a “danger sig- 
nal” limit beyond which a drop in sales 
should be cause for serious concern to 
management. In this way statistics can 
help the controller by establishing a 
“safety zone” and a “danger zone” for 
sales volume. This is essentially an esti- 
mating procedure. 

If company organization makes possible 
such collaboration between accounting 
and statistics the results are apt to be very 
valuable. Unfortunately, it often happens 
that statistical work is scattered, usually 
uncoordinated, among various depart- 
ments, most frequently manufacturing, re- 
search, sales, and personnel. Very few ac- 
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counting departments have qualified, pro- 
fessional statisticians as staff members. Yet 
recent advances in statistical techniques as 
applied to business problems have opened 
the way for just such a relationship, one 
which can increase the value of the con- 
troller’s services and help him to carry his 
responsibilities even more effectively. 

The statistician is qualified, through 
special training, to point to discoverable 
causes of variability, and to distinguish 
between one discoverable cause and an- 
other. He is thus in a strategic position for 
the formulation of policy and action. 

Before action is taken, data must be 
gathered and analyzed. There are several 
rules for selection of data which cannot be 
discussed in this article; some are statisti- 
cal and some are nonstatistical or qualita- 
tive in nature. The statistician tries to 
select, from consideration of the subject 
under study, the factors that are to be 
analyzed. He is often interested in deter- 
mining from a known part of the “uni- 
verse”—a sample—what the whole uni- 
verse is like. His purpose is always to for- 
mulate a course of action based upon knowl- 
edge of the facts involved. 

As Dr. Deming points out in his article, 
elsewhere in this issue of the ACCOUNTING 
REVIEW, it is usually unnecessary, if not 
impossible, to know all the facts about any 
given problem. A sample taken in a ran- 
dom manner can be used for analysis. Con- 
clusions can be drawn confidently from 
such an analysis if the sample is an ade- 
quate one. 

The air in an automobile tire is a good 
illustration of a “statistical universe.” 
Billions of molecules, flying around in all 
directions, create the pressure inside a 
tire, each molecule being a “random cause” 
operating in that universe. Suppose that at 
one filling station the pressure gages at 36 
pounds; at the next, 32 pounds; at the 
next, 38, at the fourth, 34. What is the 
true pressure in the tire? It is impossible to 
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say what the “true” pressure is, but the 
“most likely’ pressure can be estimated at 
35 pounds: (364+32+38+34) +4. If enough 
measurements are made the probability 
attached to any estimate of “true” pres- 
sure can be stated, after making certain 
tests as to the randomness and distribution 
of the measurements. Suppose that 100 
measurements (made without letting air 
out of the tire) ranged between 32 and 38 
pounds, but that the 101st showed 28 
pounds. Would there be reason to think that 
the gage is no good or that there is a leak 
in the tire? Suppose that the 102nd meas- 
urement is 26 pounds. Now is it the gage or 
the tire that is bad, or neither? Statisti- 
cally speaking, has the measuring instru- 
ment failed or has the universe changed? 
Suppose that the tire goes flat and a nail is 
found in it. It is a practical certainty that 
the nail is a factor from the outside, an 
“assignable cause’’ or ‘‘discoverable cause” 
which has entered to change the nature of 
the universe. 

Sometimes common sense will tell when 
a universe has changed—when an assign- 
able cause is present. But often it is diffi- 
cult to know where common sense ends 
and science begins. Usually, in serious 
problems, scientific analysis will reveal all 
that common sense will, and a great deal 
more. The following example is illustra- 
tive: 

General Administrative and Sales Ex- 
pense always bears close watching. Ex- 
cessive office overhead can eat up a large 
share of an otherwise satisfactory profit. 
The accompanying tabulation give the per- 
centages of office and sales expense to total 
sales for Company A from 1940 through 
1943. 

Much of the variation in these figures is 
due to fluctuations in dollar value of sales. 
The obvious downward trend in the per- 
centages is due partly to a rising trend in 
shipments. This downtrend is indicative of 
good management, since overhead costs 
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Office and Sales Expense as a Percentage of Total Sales! 
1940 1941 1942 1943 


33.0% 24.8% 16.0% 13.6% 
35.9 0 146.0 124 
Mar........ 22 - 
May........ 84 - 
31.4 30.0 15.4 17.9 
23.6 26.0 10.4 20.3 
nA 22> 


have been kept at a rate of increase slower 
than that of sales. But this sort of im- 
provement cannot continue forever. There 
are several questions to consider: Where is 
the bottom of this trend? Is there any sign 
of leveling off? If there is, should it be 
considered as merely a temporary plateau, 
or as a permanent level for office and sales 
expense? Is the level reached (if any) desir- 
able or undesirable? 

The answers to these questions require 
an adaptation of the “Quality Control” 
technique.” Quality Control is a modern 
statistical method which is used wideiy 
and successfully in the factory but very 
little in the financial aspects of business 
administration. It tells, from analysis of 
current figures, whether the data are 
homogeneous, that is, ‘‘in control.” But it 
goes further than that. It gives a warning 
signal when something has gone wrong, 
when control is lost, or when the nature of 
the universe changes. Its application to 
either manufacturing or office problems 
should, in principle, be equally valid. The 
writer’s experience in both fields indicates 
that it is. 

First of all, is the illustrated universe in 
control? That is, are the seemingly wide 
variations such as would normally be ex- 
pected under present conditions? If not, 

1 This problem was presented by a member of the 
class and discussed at the writer’s E.S.M.W.T. course 
in “Statistical Quality Control Applied to Cost Analy- 
sis” at the University of Southern California. 

2 At the close of this article a brief bibliography of 
Quality Control literature will be found, followed by a 


summary of the calculations made in analyzing this par- 
ticular problem. 
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Sales! is some failure of budgetary control, pro- 
43 duction control, shipping routines, sales 
% efiort, etc., the cause? Second, is there any 
? evidence that the fundamental forces 
1 which operated to bring the ratio down so 
:- rapidly have ceased to function? Are other 
‘4 forces now at work? if so, is there anything 
. : t should be done about it? 
3 
4 CALCULATION OF RATIO OF ADMINISTRATIVE 
AND GENERAL EXPENSE TO SALES 
wer 
im- Yeor and (Original First Trend Upper 
here Month Data) Difference Points* Limit 
1940 
re is Jan...... 33.0% 34.88 46.01 
sign Feb... 35.9 +2.9 34.20 45.33 
Mar.. —5.2 33.52 44.65 
t be Apr... 35.4 +4.7 32.84 43.97 
eau May.. 29.8 —5.6 32.16 43.29 
al 31.4 +1.6 31.48 42.61 
uly..... 34.5 +3.1 30.80 41.93 
esir- Aug... 32.9 —1.6 30.12 41.25 
Sept...... 23.6 —9.3 29.44 40.57 
23.4 —0.2 28.76 39.89 
uire Nov...... 31.9 +8.5 28.08 39.21 
31.7 —0.2 27.40 38.53 
rol 1941 
jen Jan... 24.8 —6.9 26.72 37.85 
1 Feb.. . 26.0 +1.2 26.04 37.17 
ey Mar...... 21.8 —4.2 25.36 36.49 
yery Apr...... 23.3 +1.5 24.68 35.81 
May..... 19.4 -—3.9 24.00 35.13 
ness June 30.0 +10.6 23.32 34.45 
s of July..... 24.8 —5 22.64 33.77 
Aug... 20.9 —3.9 21.96 33.09 
are Sept...... 26.0 +5.1 21.28 32.41 
it it Se 26.7 +0.7 20.60 31.73 
. Nov...... 17.5 —9.2 19.92 31.05 
ung Se 26.3 +8.8 19.24 30.37 
ong, 1942 
16.0 —10.3 18.56 29.69 
of 16.0 0 17.88 29.01 
Mar... 8.7 842.7 
15.7 —3.0 16.52 27.65 
ems May..... 14.2 —1.5 15.84 26.97 
The June... 15.4 +1.2 15.16 26.29 
t 11.2 —4.2 14.48 25.61 
ates Aug... 14.3 +3.1 13.80 24.93 
10.4¢ —3.9 13.12 24.25 
€ in 10.3 12.44 23.57 
ride Nov...... 13.2 11.76 22.89 
Se 19.5 11.08 22.21 
ex- 1943 
not, Jan 13.6 10.40 21,53 
Feb... 12.8 9.72 20.85 
f the Mar... 17.7 9.04 20.17 
purse 13.7 8.36 19.49 
naly: 14.4 18.81 
June..... 17.94 7.00 18.13 
ry of 
bya 
| as * Linear least squares trend line. See any standard 
Statistics text for method of calculation. 
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Calculation of the trend line (see tabula- 
tion in column at the left) shows a de- 
crease of 0.68 per cent per month in the 
ratio between January, 1940, and Septem- 
ber, 1942. The control limits are 11.13 per 
cent above and below the trend line. Up to 
October, 1942, a fluctuating but consistent 
downward trend is evident aiid all the fig- 
ures fell between the control limits. The 
universe was therefore in control, and the 
fluctuations should be considered as nat- 
ural and to be expected under the existing 
conditions. 

But in September, October, and De- 
cember of 1943 the figures of 20.3 per 
cent, 16.4 per cent, and 14.4 per cent 
(marked *) fell outside and above the 
upper limit line. Conclusion: In October, 
1942, the floor was reached; since then the 
improvement has stopped, the trend has 
changed, and a new kind of universe is 
probably in course of development. 


> For convenience the lower limit is not shown. 
The upper limit is more important because the down- 
trend reverses by breaking through it. See any refer- 
ence in bibliography for method of calculation. A brief 
summary of the procedure used isasfollows: _ 

Upper limit for any individual point T+ A:R+/i, 
where 

T=trend point 
A:=1.88 for samples of two. (See American Stand- 
ae ards Association Z 1.3—1942, p. 39.) 
R=Average of first differences, ignoring signs 
n= Number of months in sample. (Each “sample” 
consists of pairs of successive months. There- 
fore each “sample” contains two items.) 

Inthis problem A:R1/n=1.88X4.1875 1.414 11.13. 

¢ The “universe” being studied was defined as 
the data beginning with January, 1940, and including 
September, 1942. Only these figures were used in the 

culation because from observing the data it was 
obvious that September—October, 1942, were the low 
points. For technical reasons September rather than 
October was chosen as the end-point of the trend. 

4 September, October, and December, 1943 (not 
shown in the table) were above the upper limit, outside 
the expected universe. Three points in close conjunc- 
tion outside the limit indicate statistically a change in 
trend, that is, the start of a new and different universe. 

Note: This technique cannot be applied mechani- 
cally to every problem. Before any use is made of the 
methods of statistical control it is essential that at least 
the references mentioned in the bibliography be studied 
very carefully. Training in general statistics is also 
desirable. It goes without saying that due consideration 
must be given to the qualitative factors in each situa- 
tion. This technique is merely a new tool to supple- 
ment, not replace, sound judgment and common sense. 
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No one can say, necessarily, that man- 
agement is at fault here. In fact, the 10.3 
per cent figure of October, 1942, is an ex- 
traordinarily low one. As the transition 
from war to peace draws near certain 
factors in administrative and sales cost 
should be expected to increase. Probably 
the 10 per cent level is too low for normal 
efficiency. It may be, therefore, that the 
new universe will prove as satisfactory for 
the future as the old one was for the past. 
On the other side of the argument it can 
be said that any rising cost relative to 
sales is a threat to profits. It should there- 
fore be investigated carefully. 

Applied to other balance-sheet and 
operating-statement figures, this tech- 
nique also proves its value. Sales in dollars 
or units, by products, by territories, and 
by totals often yield several much-needed 
types of information when treated statis- 
tically. First, a change in trend (especially 
significant when a transition period is ap- 
proaching) usually shows up in a statistical 
study before it becomes otherwise appar- 
ent. Second, the “limit lines’? above and 
below the trend define the normal area of 
fluctuation. Any point falling outside these 
limits is usually attended by high costs 
and may indicate a maladjustment of some 
sort which should be investigated. Third, 
statistical analysis forces factual thinking 
and logical approaches to all kinds of 
problems. Finally, and perhaps most 
important, statistical conclusions can and 
should be used to confirm and check the 
conclusions reached by the exercise of 
good judgment. 

Among balance-sheet items inventories 
rank high in importance. Unfinished and 
finished inventories should be maintained 
in a normal, profitable relationship. Statis- 
tical analysis will almost always clarify the 
ratio of work-in-process to finished goods. 
Other balance-sheet ratios will often tell a 
story when dissected statistically. The cur- 
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rent ratio is a case in point: one company 
discovered a hitherto unobserved trend in 
its monthly current ratio figures which was 
due to undercapitalization. Credit condi- 
tions are especially sensitive to statistical 
study. Overdue accounts, expressed as a 
percentage of total accounts receivable, 
can by this technique be held within desir- 
able limits, neither so high as to be danger- 
ous nor so low as to indicate lost sales. Any 
serious change in general business condi- 
tions will soon be reflected on such a “con- 
trol chart.” 

With statistical guideposts set up for 
sales, costs, production, and credit, top 
management can not only keep itself well 
informed but can also set intelligent and 
practical goals, the attainment of which 
can be guided within the limits of what is 
economically possible. Thus, the company 
can achieve its aims consistently, steadily, 
step by step, with a minimum of effort and 
expense. 

A cost analysis proved worth-while to 
one business organization. About twenty- 
four different products were made by this 
company, and a continuous process was 
used for each. A new cost accounting sys- 
tem was being installed. Question: How 
can we best plug the leaks in production 
expense? Studying the cost records of the 
past, the controller realized that they 
seemed too erratic, and at his suggestion a 
statistical analysis was undertaken. The 
first step was to reduce each cost to a per- 
centage of the selling price, thus putting all 
products on a comparable basis. Then a 
tabulation like the following was made. 


Average Factory Cost as Percentage of 
Selling Price 


Prod- (1) @ OG) (6) 


duct Sep. Oct. Nov. Dec. Atv. Range 
% % % % 
A 60.0 63.6 64.2 61.2 62.25* 4.2 
B 47.4 51.0 46.8 57.0 50.55 10.2 
47.1 67.5 .37.0: $8.72 WA 
D 43.0 44.1 43.5 38.8 42.35* 5.3 
E 49.2 53.7 56.8 53.6 53.32 7.6 
tc. 3 
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The grand average of the figures in Col- 
umn 5 was 51.3 per cent and the average 
range was 8.7 per cent. From these figures, 
upper and lower limits for the variation in 
the average column 5 were calculated at 
57.6 per cent and 44.9 per cent. Comparing 
these limits with the figures in Column 5, 
it becomes clear product A (marked *) had 
a cost higher than would be expected; this 
product was therefore investigated and 
the high cost was found to be due to sev- 
eral extra operations added during the pre- 
ceding few years, each operation increasing 
the cost only slightly but in the aggregate 
having a noticeable effect. Product D 
(marked *) was below the expected limits, 
indicating an unusually low cost; this 
proved to be a popular product and the 
low cost was due to a large volume of pro- 
duction. The statistical study revealed 
that the company’s profits came from a 
relatively few low-cost products and that 
other lines were being manufactured at a 
loss. A thorough overhauling of factory 
processes and a revision of products and 
prices resulted. Profits have since then in- 
creased substantially. 

Personnel policies have always absorbed 
a great deal of executive attention. With 
man-power shortages, rapid turnover, long 
hours of work, high wages, and jittery 
nerves, labor problems have grown even 
heavier of late. One company, which was 
expanding and therefore needed more su- 
pervisory help, knew that good material 
existed in the ranks but did not know how 
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termine who were the best producers. 
Each man’s production was reduced to 
hourly earnings over and above the stand- 
ard, and each man’s record for the week 
nearest the middle of the month, for three 
successive months, was tabulated in the 


form given below: 
Extra Earnings per Hour 
Week Ending Nearest 

Clock Average Range 
No. Jan.15 Feb. 15 Mar. 15 

1 2.1¢ 2.2¢ 4.2¢ 2.8¢ 2.1¢ 

2 17.0 11.6 2.0 10.2 15.0 

3 20.5 38.0 13.8 24.1% 24.2 
101 15.0 6.8 


Grand average ii 

Average of ranges : 
Limits of Averages for three weeks: 23.0¢, O¢? 
Limits of Ranges 29 .7¢, 

Several cases (Clock No. 3, for example) 
fell outside the limit for averages, indicat- 
ing exceptionally large production, or out- 
side the limit for ranges, indicating excep- 
tionally erratic production. The former 
was desirable, the latter undesirable. In- 
vestigation of all “‘out of control” points 
eliminated several workers whose record 
was due to special conditions in the flow of 
work. Those who were still over and above 
the limit were the really outstanding pro- 
ducers. 

This technique can be applied to billers, 
typists, and other routine office workers, 
as well as to factory employees. 

One final application of statistical analy- 


to choose without being accused of favor- 
itism. Experience had shown that the best 
producers usually made good foremen, but 
the manufacturing process was such that 
week-to-week production records were 
highly variable. Though all operations 
were basically similar, the work done 
shifted from day to day in accordance with 
the inflow of directives and priorities. A 
statistical analysis was undertaken to de- 


sis, this time to a well-known economic 
index, will illustrate how useful such stud- 
ies can be to the controller, when he is 
charged with the responsibility of inter- 
preting economic trends in terms of his 
company’s welfare. 

For almost three years we have lived in 
a war economy. Some day—we hope soon 


3 Full details of calculations are discussed in items 
referred to in the bibliography. 
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—the transition to peace will begin. The 
sooner that turning point is recognized, the 
sooner can adjustment be made to it. The 
company which knows when the charac- 
teristics of the war universe change to 
those of a peace universe will have a head 
start on its competitors at a time when 
action will be the essence of success. 

As measures of the present wartime uni- 
verse many indexes are available. The one 
selected was the Business Week Index of 
Business Activity. A review of this index 
reveals (1) a continuous upward trend 
from 1938 through 1943; and (2) an in- 
creased rapidity of rise, beginning early in 
1942 and reaching a peak in February, 
1944—a clear indication of war influence. 
A further statistical analysis shows that 
for two years the upswing has continued 
between well-defined limits, with all points 
in control. But in recent months the Index 
has broken out below the lower limit of the 
war trend. This statistical fact indicates 
that the Business Week ‘‘universe” is now 
in process of change. Assuming adequacy 
of the Index as a measure of general eco- 
nomic conditions, the conclusion can be 
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drawn that the economic universe is not 
now the same kind of universe it was at 
the end of 1943. 

Sufficient data are not yet available to 
enable us to describe the new universe. 
The new trend need not necessarily be 
downward. It may be horizontal, or even 
upward. Until at least another six months 
have passed, no strictly statistical analysis 
will be reliable. In the meantime, this in- 
dicator may stimulate awareness of chang- 
ing conditions and may lead to better busi- 
ness preparedness when “V-Day” finally 
comes. 
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STATISTICAL ACCOUNTING 
PROCEDURES" 


James R. CRAWFORD 


E installation of efficient statistical 
accounting procedures in an aircraft 
factory poses problems for the solu- 

tion of which a consideration of what is 
being done in other lines of business is of 
primary value. There are certain funda- 
mental theories which apply to all classes 
of industries. The aircraft industry is only 
a specific case in the application of these 


* Condensed from the author’s article in Aero Di- 
gest, for March 15, 1944. 


fundamentals. The problems of the air- 
craft industry are not unique; they are 
merely variations of the production prob- 
lems found in many other industries. . . . 

The aircraft industry is best represented 
by a combination of the automobile busi- 
ness and a job shop business. The aircraft 
industry manufactures a small quantity of 
a large variety of parts. 

In addition to this small quantity pro- 
duction, the aircraft industry must be 
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ready, at a moment’s notice, to change the 
design of the product for tactical reasons. 
Another item that affects the aircraft in- 
dustry more than any other is the weight 
of the product. The removal of one pound 
of weight from an airplane will add nearly 
$650 to the value of that plane over its life. 
Parts are often made at great expense just 
to reduce weight. 

It is thus readily apparent that cost 
methods of different manufacturers require 
the application of different manufacturing 
accounting techniques. 

The problem facing the accountant is to 
apply the fundamentals, which have been 
proved over years of experience in other 
lines, to the manufacture of airplanes— 
which enterprise entails small quantities 
of production and a large variety of parts. 
The accountant must also consider the 
long-range program and determine what 
form the aircraft business will follow in the 
future. As he lays out his techniques to 
solve the immediate problems of today, he 
must build them around the aircraft manu- 
facturing organization of the future. 

Since manufacturing management is 
primarily concerned with the control of 
man-hour figures, it is in order, at this 
point, to note how estimates and budgets 
of man-hours are made and how the de- 
livery schedule is related. 

The man-hours required to produce the 
product and the overhead ratio are directly 
controllable by manufacturing manage- 
ment, and the effective and efficient con- 
trol of these will assure the company of its 
desired profits. The closer that control can 
be kept to the actual manufacture of 
goods, the less effort is required in accom- 
plishing this control. It is only by the ac- 
cumulation and presentation of proper 
manufacturing accounting data that control 
can be attained by manufacturing manage- 
ment. 

Engineering hours are usually estimated 
as a lump sum on the basis of past history. 
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It is necessary in the engineering estimate 
to consider whether certain portions of 
previous designs can be re-used, or whether 
the airplane is a completely new model. 
When an engineering department is stabi- 
lized, it is possible to plan the engineering 
hours on the basis of psf of wing area. 
These ratios vary from company to com- 


Tooling hours bear a ratio to engineering 
hours, and here again the ratios must be 
derived for the individual company. They 
depend on company policy and the quan- 
tity of airplanes produced. Excessive 
engineering and tooling costs can be amor- 
tized with little difficulty when a suffi- 
ciently large quantity of airplanes is being 
produced. However, total engineering and 
tooling hours become important items 
when small quantities of airplanes are be- 
ing considered. 

The study of manufacturing hours is 
perhaps the most interesting side of con- 
tract estimating. Experience has shown 
that the man-hours per airplane continue 
to decrease even when the quantities are 
as great as 1,500. A study of progress 
curves reveals that, in general, the hr per 
Ib usually lie within plus or minus 10% of 
2 hr per lb for the hundredth airplane 
(transports). 

The rate of decline of a progress curve 
is determined by the amount of knowledge 
the employees— including the service or- 
ganization—have to gain concerning the 
particular model. This is found to correlate 
with the amount of residual experience in 
the plant at the time the project is started. 
This experience may be in the form of 
trained personnel or immediate experience 
with a previous similar model. From these 
two elements, the whole series of man- 
hours per unit can be determined. A simple 
follow-up, by means of manufacturing ac- 
counting records, enables performance to 
be measured within very close limits. 

Overhead ratios are usually computed as 
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a percentage of productive man-hours. The 
budgets of hours, as we will consider them 
here, consist of taking the estimated man- 
hours for engineering, tooling, and produc- 
tion, and laying them out over a period of 
weeks. 

Engineering and tooling man-hours are 
usually rather simple to budget, because 
of the relatively small total number of 
hours and men considered. The engineer- 
ing and tooling budgets are of prime im- 
portance because they determine the 
starting date of expenditure of man-hours 
in productive departments. The layout of 
the productive man-hour budget follows 
in detail, and it will be assumed that the 
same technique can be applied to both 
engineering and tooling. Let us start with 
the assumption that the shop starting date 
has been determined from a previously 
prepared budget of engineering and tool- 
ing. 

The productive man-hour budget con- 
sists of three elements; build-up, the 
maximum rate of production, and the rate 
of decline. The rate of build-up follows an 
interest formula, or a growth curve. It can 
be analyzed in the same manner as the 
growth of a colony of bacteria. 

The rate of decline can be set up on an 
ideal basis by watching the decline curves 
on individual lots of airplanes. However, 
at the end of a contract, the problem of 
holding skilled personnel and transferring 
them from department to department af- 
fects the rate of decline. Therefore, due to 
the difficulty of forecasting these condi- 
tions accurately at the beginning of a 
contract, the rate of decline is usually as- 
sumed to be constant or on a straight-line 
basis. 

The maximum rate of production is de- 
termined by multiplying the desired rate 
of delivery by the man-hours per airplane. 
The desired rate of delivery may be re- 
stricted by the capacity of the plant and 
simultaneous production of other models. 


Special studies are then made of plant 
load. 

Budgets can be kept on a monthly, a 
weekly, or a daily basis. In the aircraft 
industry, they are usually kept on a weekly 
basis and, for convenience, are balanced to 
the weekly pay roll. The man-hour budgets 
just discussed are often converted to a 
budget of required men, especially during 
the critical stages of build-up. 

The accurate forecasting of a delivery 
schedule is an important item, since the 
delivery of planes is usually the only ou- 
ward sign or measure of the performance 
of production management. 

The delivery schedule is a function of 
the estimate, the budget, and a work-in- 
process curve. A schedule is really no more 
difficult to forecast than the estimate or 
the budget, because it is almost mathe- 
matically related. The work-in-process 
curve is a connecting link between a budg- 
et and a delivery schedule. Its prime 
importance is that of determining the 
position of the plant during the accelera- 
tion period. A work-in-process curve is, 
for simplicity, reduced to equivalent air- 
plane units. This is necessary because, as 
the personnel in the plant is building up 
and the first few airplanes are being de- 
livered, the man-hours per plane are de- 
creasing at the most rapid rate. All of these 
factors, of a necessity, must be balanced. 

A work-in-process curve shows the phys- 
ical goods on the floor of the plant, and 
measures the relationship between the 
number of men working in the plant and 
the quantity of goods required to supply 
each man with the necessary materials. 
Due to the complexity of the product, the 
status of engineering information, and 
other characteristics of the aircraft indus- 
try, these simple facts are not always 
known in detail and sometimes do not 
become obvious until they are critical. 

The delivery of the first airplane is de- 
termined by the date on which the work 
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inprocess in the plant has reached a 
certain minimum, and the delivery of each 
successive plane is determined in like 
manner. Once the peak of man-hours has 
been reached in the budget, the work in 
process and the delivery of airplanes be- 
come relatively constant. 

The cumulative delivery of airplanes 
during this acceleration period also follows 
a growth curve, and is a function of the 
budget and work-in-process curves. 
“Estimates for individual departments 
are also made on the basis of progress 
curves. In the fabrication departments, 
performance is measured by following 
these curves by lots. In the assembly de- 
partments, it is practical to get manufac- 
turing accounting records in a form which 
enables follow-up by individual units or 
parts produced. A budget for a single de- 
partment can best be presented on a total- 
to-date, or cumulative basis. Deviations 
from the established schedule, by depart- 
ment, can be determined from the cumu- 
lative budget—both in weeks and in 
man-hours. 

Deviations of as much as two weeks in 
individual department budgets are not 
often critical. However, if a study shows 
that all departments are, in general, two 
weeks behind, then the causing factors 
must be determined and the overall-budget 
either revised or the condition corrected. 
Cumulative department budgets are laid 
out against the airplane delivery schedule 
and departmental time spans. 

The time span for a department is the 
number of weeks between the expenditure 
of 1% of the time in that department and 
the expenditure of 99% of the time in that 
department on a specific lot. When the 
time spans for all productive departments 
are related, a definite pattern is presented. 
Due to lack of stability in the manufactur- 
ing program, these departmental time 
spans will shift as much as plus or minus 


one week on short production runs (under 
600 units). 

Management’s control over the indi- 
vidual department must now be broken 
down in greater detail so that the depart- 
ment supervisor, in turn, can gain control 
over his own department. This calls for a 
further elaboration of the progress-curve 
technique, and the man-hours must be 
obtained for individual job units within 
the department, so that the supervisor 
may apply progress-curve analyses to any 
jobs which he might wish to check. 

Often, the analysis of these detail figures 
is assigned to a specific department, rather 
than to the departmental supervisor—but 
the success of such a scheme is dependent 
entirely upon giving the departmental 
supervisor a free hand and only such 
technical assistance as is necessary to en- 
able him to keep his department in con- 
trol. 

The study of these detail departmental 
records often brings out other major prob- 
lems which must be attacked by manage- 
ment. For instance, in an aircraft plant 
there are about six reasons for excessive 
time, the most important of which is lack 
of parts. Second in importance is inex- 
perienced personnel, and third, the trans- 
fer of personnel from job to job. Detail 
studies have been made of these items, and 
the correction of such conditions is entirely 
dependent upon the immediate availabil- 
ity of manufacturing accounting records. 
The value of these records, for control 
purposes, depreciates at a tremendous 
rate. 

Control, as noted, can be accomplished 
best through the medium of manufactur- 
ing accounting records. Although forecasts 
are laid out in figures and measured 
against figures furnished by manufactur- 
ing accounting, the true relationship is 
seen only when these figures are plotted on 
charts. Trends and patterns can be estab- 
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lished from these plottings, and the 
measure of performance against commit- 
ment can then be easily observed. Formu- 
lae have been derived from trends plotted 
on charts, and tables computed for progress 
curves, build-up curves, work-in-process 
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curves and delivery schedule curves. These 
tables enable manufacturing management 
to solve, in a simple manner, what is ap- 
parently a very complex problem of fore- 
casting, and with a minimum of effort. 


STANDARDS FOR INCOME 
DETERMINATION" 


Lt. CHARLES J. GAA 


LOGICAL and coherent system of 
A standards for income determina- 

tion must be constructed if we are 
to judge the adequacy of income tax pro- 
visions for calculating income. 

If the economic concept of income is 
modified to fit practical business condi- 
tions and difficulties, it becomes a concept 
which is, in reality, a logical accounting 
conception. Will the composite picture 
thus established be satisfactory for income 
tax purposes? 

An affirmative answer is indicated. 
Since both economics and accounting deal 
with business, they should furnish the 
basic outline for determining taxable in- 
come. There appears to be sufficient reason 
for prescribing accounting methods, in 
general, for measuring income for tax 
purposes. Caution must be exercised, how- 
ever, not to assume arbitrarily that income 
tax methods must conform in their en- 
tirety with accounting methods. 

Since a business enterprise measures its 
progress or retrogression by accounting 
methods, greater convenience, simplifica- 
tion, and cooperation will exist if taxable 
income is computed in the same manner 
rather than by an arbitrary or illogical 


* Part of a chapter from a forthcoming book entitled 
The Taxation of Corporate Income, University of Illinois 
Press, Urbana. 


statutory system. The methods followed 
by accountants and business men are tied 
up rather closely with economic facts and 
conditions; the tax system, likewise, 
should be so related. 

Both accounting and the tax system are 
faced with the difficulties inherent in an 
imperfect standard of value, the monetary 
unit. Neither one has yet been able to 
make much progress in overcoming such 
difficulties. 

Although there has been some tendency 
on the part of the Securities and Exchange 
Commission and other government bodies 
to recognize the accountant and the gen- 
erally accepted methods of accounting, so 
long as they are logical and measure in- 
come accurately, the lack of agreement 
among accountants in many particulars 
has slowed up such recognition of account- 
ing practices for income tax purposes. 

The Regulations of the Treasury De- 
partment have specified that business and 
accounting methods are to be followed in 
determining income. 


Article 182, Regulations 33, 1913: 


No particular system of bookkeeping or ac- 
counting will be required by the department. 
However, the business transacted by corporations 
must be so recorded that each and every item set 
forth in the return of annual net income may be 
readily verified by an examination of the books of 
account. 
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Article 183, Regulations 33, 1913: 


The books of a corporation are assumed to re- 
fect the facts as to its earnings, income, etc. 
Hence they will be taken as the best guide in de- 
termining the net income upon which the tax... 
iscalculated. Except as the same may be modified 
by... the law, wherein certain deductions are 
limited, the net income disclosed by the books and 
verified by the annual balance sheet, or the annual 
repert to stockholders, should be the same as that 
returned for taxation. 


Article 127, Regulations 33, 1916-1917: 


... corporations keeping their accounts in strict 
accord with the methods prescribed by municipal, 
State or Federal authorities or in accord with ap- 
proved standard accounting practices consistently 
followed from year to year, will be permitted to 
make their returns of annual net income on the 
basis of the accounts so kept, provided such sys- 
tems of accounting clearly and correctly reflect 
the net income of each year. 


The effect of this last provision is greatly 

diminished by Article 128, Regulations 33, 
1916-1917: 
Any system of accounting which is not consistent 
with the purpose and intent of the rules set out in 
this title, and with the general rules set out in 
these regulations for the ascertainment of net 
income, will not be accepted as a correct basis for 
making returns. 


Article 323, Regulations 74, 1928: 


It is recognized that no uniform method of ac- 
counting can be prescribed for all taxpayers, and 
the law contemplates that each taxpayer shall 
adopt such forms and systems of accounting as are 
in his judgment best suited to his purpose. Each 
taxpayer is required to make a return of his true 
income. 


No appreciable effect would be felt on 
government revenues if a more logical 
system of determining taxable net income 
were used consistently. Even if some slight 
decrease in government revenue were to 
result, businessmen should not oppose a 
moderate increase in rates to offset such a 
decline. A moderate rate increase would be 
compensated for by more certainty in tax- 
ation and by less expense for administra- 
tion and preparation of returns. 


Accounting, as it is at present, cannot 
be said to be entirely suitable for comput- 
ing income for tax purposes. In fact, it is 
doubtful whether there is any real uni- 
formity in computing accounting income. 
In 1937, Carman G. Blough, then Chief 
Accountant for the Securities and Ex- 
change Commission said: 


Because of the lack of agreement among account- 
ants with respect to important accounting prac- 
tices, it has been difficult for the Commission to 
determine what position it should take with re- 
spect to many statements involving controversial 
questions (Journal of Accountancy, Feb., 1938, 
p. 110). 

An examination of hundreds of statements filed 
with our Commission almost leads one to the con- 
clusion that aside from the simple rules of double 
entry bookkeeping, there are very few principles 
of accounting upon which the accountants of this 
country are in agreement (ACCOUNTING REVIEW, 
March, 1938, p. 25). 


We must not assume that this is merely 
the opinion of a public official antagonistic 
to private business, because Mr. Blough 
later became a practicing public account- 
ant. The situation has been described well 
also by Mr. Howard C. Greer, another 
prominent accountant: 


Any extensive study of corporation financial state- 
ments will disclose the fact that there are widely 
divergent and unnecessary differences in practice 
in treating identical items. It is to these diver- 
gences and differences that I believe the public 
accounting profession in this country may well 
direct its attention in future years (ACCOUNTING 
REvIEW, Dec., 1938, p. 340). 


The above statements by Carman Blough 
and Howard Greer are by no means iso- 
lated opinions. Rather, there appears to be 
some widespread feeling that the field of 
accounting is haphazardly, incoherently, 
and illogically developed. 

Lack of uniformity is a suitable ground 
for complaint when it is found in the 
most basic standards and assumptions on 
which accounting theory and practices are 
founded. Without solid moorings to which 
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to anchor, accountants are bound to drift 
and to produce surprisingly inconsistent 
results and calculations. Such inaccurate 
and widely divergent calculations are not 
objective and correct enough to be used as 
a suitable basis for an income tax. 

The adverse criticism of lack of uniform- 
ity is not aimed at all detailed procedures, 
because, obviously, some choice between 
detailed methods which arrive at approxi- 
mately the same amount of income is 
permissible. Accounting is not a field of 
precise action, and income is not a figure 
which can be arrived at with complete ac- 
curacy. Judgment and opinion play a large 
part in its calculation. 

Perhaps some of the difficulties encoun- 
tered in trying to formulate a rational 
system of determining accounting and tax 
income and for reconciling the two have 
grown out of the misguided endeavor to 
provide rules for even the most minute de- 
tails. An attempt should be made to es- 
tablish general standards and to require 
proof and justification for divergences 
from such standards. 

For some years now the American Ac- 
counting Association, the American Insti- 
tute of Accountants, and a few individuals 
have tried to formulate statements of 
accounting principles that could receive 
general acceptance. These efforts, al- 
though they have not been entirely suc- 
cessful, have been commendable, since 
they have focused attention on the short- 
comings of accounting theory. None of 
these statements has been very widely 
accepted by accountants, however. In fact, 
some have expressed doubts as to whether 
there are principles of accounting or not. 

Even though accounting theory is in a 
confused condition, it is far better organ- 
ized than the rules of contemporary prac- 
tice. 

With accounting theory and practice in 
such uncertain condition and the very 
existence of accounting principles in con- 
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troversy, it might be unreasonable to de- 
mand that tax methods of computing in- 
come be required to conform to generally 
accepted accounting principles. 

It is beyond the scope of this paper to 
endeavor to reconcile and discuss all exist- 
ing practices and statements of principles 
in an attempt to formulate anything which 
can be said to be generally accepted. How- 
ever, if there is no basis for judging the 
adequacy of either accounting or tax prac- 
tice, how can we decide the relative merits 
of either method? 

The solution requires the formation of a 
rational and consistent concept of income 
and a system of standards for measuring it. 

Even though differences are found be- 
tween income tax provisions and the 
standards set up as criteria, it must be 
remembered that some of these divergen- 
cies are to be excused, even encouraged, in 
the interests of effective administration, 
justice, and the furtherance of social aims. 
Just how much the tax system may be 
affected by social goals is a matter for dis- 
pute, however. 

Since the accounting method of deter- 
mining income is quite satisfactory in gen- 
eral, for figuring income for tax purposes, 
a rational system of accounting standards 
must be devised. In order that a coherent 
and consistent system of accounting stand- 
ards may be constructed, it is necessary 
that it be built around the function which 
accounting serves. 

DR Scott says that accounting has three 
principal functions and ranks them in im- 
portance in the following order: (1) protec- 
tion of equities, (2) management control, 
and (3) maintenance of record. 

If accounting has several goals, perhaps 
it is possible that several systems of ac- 
counting standards might be constructed, 
each of which would be usable only within 
the specific limits contemplated by each 
goal to be reached. 

If this variable situation is to exist, 
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which system of standards shall be used 
for taxation of income and which shall be 
used for any one of the many other situa- 
tions which require the measurement of 
income? Clearly, competing systems of 
standards would create chaos; perhaps 
much of the present confusion in account- 
ing has arisen because no truly primary 
function of accounting has been discerned 
by most accountants. 


In discussions of function there is a tendency to 
confuse central purpose with possible uses. The 
uses to which accounting data may be put are 
many and diverse; obviously, principles and pro- 
cedures cannot be oriented equally well to all 
uses, nor can each use have its own set of princi- 
plesand procedures. (A. C. Littleton in ACcouUNT- 
inc Review, Sept., 1938, p. 234.) 


The classification of functions as protec- 
tion, management, and record may be 
criticized adversely in the light of the 
above statement. These three are possible 
uses of accounts which have been founded 
on one general purpose. That general pur- 
pose must be broad enough to support an 
all-inclusive system of standards which 
can have no competitors. 

Perhaps, the most satisfactory concept 
of the function of accounting to be used 
as the basis for a well-rounded system of 
standards for income determination is that 
accounting is designed to furnish depend- 
able financial information about a business 
enterprise that will satisfy the needs of all 
parties at interest and that will be con- 
tinuously in accord with a single, coor- 
dinated body of accounting theory. 

If the ideas of equity protection and 
management control are discarded, many 
of the possible reasons for introducing 
values into the accounts are eliminated. 
Emphasis is shifted from a balance sheet to 
a profit and loss point of view. If the de- 
pendable information conception is adhered 
to, a definite requirement is made that only 
objective information is to be used. 

A large volume of opinion supports the 
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idea that costs and not values should be 
used in the accounts, but it must be ad- 
mitted that some of those who hold the 
cost view, and most accountants, appear 
willing in practice to permit expediency to 
creep in and to allow the use of other 
than cost for certain things and under cer- 
tain circumstances. Most of those who al- 
low the use of other than cost limit such 
latitude to current assets. 

Some favor the complete elimination of 
adherence to purchase price in the ac- 
counts. The support for this view is gener- 
ally encountered in those who conceive of 
the purpose of accounting as management 
control or the protection of equities. 

A cost basis for accounts is sometimes 
criticized unfavorably on the score that 
changes in the general price level are bur- 
ied in cost figures and that no accurate 
calculation of income is possible if costs in- 
curred at different zeneral price levels are 
used together in computing income. 

If the income concept for accounting 
and tax purposes is increased control over 
wealth, a theoretically accurate computa- 
tion of increased control over wealth re- 
quires that net return expressed in terms 
of money’s worth must be adjusted by the 
amount of money’s worth which merely 
compensates for a change in the general 
price level. In other words, a true net in- 
come: concept requires not only that the 
income be in excess of expenditures, but 
that there be a true accretion in economic 
power. 

There is merit in this objection, but in- 
dex numbers and other devices have not 
yet been developed fully enough to be suit- 
able for use by accountants in adjusting 
their income calculations. 

Objective data, those which are capable 
of independent verification and which are 
free from subjective valuation, are the 
most suitable on which to erect a system 
of income determination for tax as well as 
accounting purposes. Mere conservatism 
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has no place in the determination of in- 
come for tax purposes on an objective 
basis. 

Administration of a law which permits 
subjective considerations to creep in is 
almost impossible, if inequalities and eva- 
sions are to be kept down to a minimum. 
The conception of the function of account- 
ing which requires dependable information 
is, therefore, the most satisfactory upon 
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which to erect our accounting standards if 
they are to be acceptable also for income 
tax purposes. 

The most suitable concept of income 
for income tax and accounting purposes is 
the net realized increase of economic power 
from all sources, measured in terms of money 
between two points of time, excluding addi- 
tional investments and withdrawals of capi- 
tal. 


TERMINOLOGY AND FORM OF THE 
INCOME SHEET 


RUSSELL BOWERS 


RECENT trend in accounting has 
A been to stress the significance of 
the income report with relatively 
less emphasis on the balance sheet. How- 
ever, at present a survey of published cor- 
porate reports as well as textbooks on 
accounting will show not only a general 
lack of uniformity in that report but in 
many cases an absence of logical arrange- 
ment and clarity of presentation which is 
not consistent with the expressed high pur- 
poses of professional accountants. The 
justification of the present article is the 
author’s belief that but little effort would 
be required to achieve not only a desirable 
uniformity but also a greater clarity in 
arrangement and in terminology for in- 
come reports. It is not to be denied that 
either the form or the content of an income 
report may vary for different kinds of en- 
terprises. But the form and arrangement 
might with propriety be the same for all 
enterprises of the same kind, as for ex- 
ample for all manufacturing and perhaps 
all trading concerns, except that variations 
may be required when special conditions 
can be shown to exist. 
The purpose here is not to comment on 
the great variety of illustrations found in 


current practice. It is rather to evaluate 
and to illustrate general-purpose termi- 
nology and form which should contribute 
to the effectiveness of annual reports. The 
question, therefore, is not what income 
statements actually mean as they are now 
published, but what they can be made to 
signify. Consideration of the content of 
the report is here omitted so far as the 
important problem of valuation is con- 
cerned. 

What are the criteria for testing the ade- 
quacy of terminology? For scientific pur- 
poses terminology should be free from 
ambiguity. It also should be meaningful 
to the probable reader. A technical term is 
a poor one if it has a different popular 
meaning or connotation from that implied 
by its technical use. A term should con- 
form as nearly as possible to its everyday 
popular usage if that usage is not incon- 
sistent with scientific analysis and accu- 
racy. Above all, it should suggest the idea 
it is supposed to convey, and no other. 

Consider the name of the income report. 
The title ‘Profit and Loss” does not de- 
scribe the nature of this report as it has 
been developed in recent years. The name 
does not suggest the very important ac- 
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Terminology and Form of the Income Sheet 


counting category of expense. Moreover, 
the report contains many elements other 
than losses. The term profit is somewhat 
antiquated in comparison with income as 
a general descriptive term. Profit is defi- 
nite and meaningful only in the sense of 
transaction profit; but transaction profit 
is usually only a small part of what the 
report is designed to display. Some income, 
as well as many kinds of expense, is and 
must be apportioned as a function of time 
or other bases, and accordingly the result 
is not strictly profit based upon a com- 
pleted transaction or a number of trans- 
actions. Other adequate terminology is 
available and its general adoption would 
involve little if any inconvenience. Some 
of the new terminology in relation to re- 
cent developments in accounting is indica- 
tive of the trend in ideology. 

The fundamental purpose of the income 
sheet is to show for a certain period of time 
the derivation of net income (or net loss) 
and its distribution and allocation. The 
term “income sheet” as a general term is 
desirable. Although the conclusion of the 
report may show a loss, any loss is simply 
negative income end is not to be taken for 
granted in advance. The report may be 
designated as ‘‘sheet’’ for the same reasons 
that the balance sheet is so called. “Sheet” 
is a shorter word than “‘statement’’; it is 
easier to say, quicker to write, and conveys 
as much meaning. A short word often 
packs a punch. 

Consider the familiar debit balance, Fac- 
tory (or Merchandise) Cost of Sales. Un- 
fortunately, even most elementary texts on 
the subject, in which correct theory should 
be expected, seldom convey the idea that 
such cost is a true expense which is to be 
classed with other expenses rather than 
mere deductions from sales, such as allow- 
ances for returns and other price adjust- 
ments. The customary presentation of this 
item usually does not emphasize it as an 
expense. 
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The concept of expense in accounting 
theory and practice has been fairly well 
defined; yet misuse of the term lingers on. 
In manufacturing accounts the term is 
often used without purpose. In fact, “‘man- 
ufacturing expense”’ is not an expense, and 
accounting practice does not consider it 
such; yet use of the term without purpose 
is positively misleading. No cost account- 
ant will deny that manufacturing “ex- 
penses” are something different from 
revenue charges. Why not consistently use 
the term “burden” or “‘manufacturing over- 
head’’? Furthermore, the item ‘‘organiza- 
tion expenses” is found in many balance 
sheets. Yet no accountant ever approves 
the stating of an “expense” in the balance 
sheet, and sophomores in college courses in 
accounting are failed for doing so. Why 
not consistently use the term ‘‘organiza- 
tion cost’’ for the item that is appropriate 
to the balance sheet? 

A digression on the relationships among 
costs, assets, and expenses here may clarify 
the point. One source of assets in account- 
ing is the incurring of costs, that is, mak- 
ing expenditures in the sense either of cash 
outlays or of liabilities incurred. The origin 
of productive factors generally (assets) is 
to be found in this cost operation. Cost is 
a general term used in situations which 
precede the recognition of any expense and 
any asset. At the time of acquisition, 
“cost” and “asset”? are identical. For 
analytical purposes let us call this moment 
of acquisition of a factor stage 1 in the ac- 
counting operation. In stage 2, subse- 
quently, this original identity of asset and 
cost may disappear and the cost must then 
be identified as either an asset, an expense 
or partly both, or as some other element. 
In stage 2, for example, at the close of a 
fiscal period, an item of cost incurred may 
be identified as any of four items. It 
may be (1) an asset in its original form, or 
(2) an asset in some new form, or (3) an 
expense, or (4) a loss. Manufacturing “‘ex- 
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penses”’ are to be identified with the second 
of these types; true expenses—that is, 
revenue charges—are to be identified with 
the third. It is here suggested that the 
term “expense” be confined to a current 
revenue charge only. 

Another unfortunate use of terminology 
is in the division of “‘expenses”’ into operat- 
ing and nonoperating. The terminology is 
no longer appropriate to the idea. ‘‘Operat- 
ing” is an ambiguous term which may well 
be avoided in the income sheet. More ap- 
propriate terms would be “‘managerial” and 
“non-managerial” expense. Expenses are 
revenue charges for whose recovery the 
management of a business enterprise as- 
sumes responsibility before undertaking to 
show any favorable result in the form of a 
margin or net revenue. So-called nonoper- 
ating expenses are not revenue charges; 
they are items of deduction for which 
management is relieved of blame in case 
they are not recovered through the acquir- 
ing of sufficient revenue. The management 
of course might be responsible for not gain- 
ing sufficient net revenue and consequently 
not being able to meet such a cost as bond 
interest charges. But the first requirement 
of the income sheet is to show the size of 
the net revenue figure. There are many 
reasons for excluding bond interest from 
the list of expenses, but they cannot be dis- 
cussed fully here. “Nonoperating” items, 
however, do not form a distinct class. They 
may be displayed best under specific titles 
without classification and without the 
superfluous or meaningless use of the term 
“expense.” 

If one purpose of the income sheet is to 
match expenses with revenues, the real 
nature of the various expenses should not 
be made obscure either by title or by the 
relative position of any item in the report. 
The use of such titles as “Cost of Sales” 
and ‘“‘Cost of Goods Sold” is contrary to 
this aim. Both of these titles are ambigu- 
ous and neither is preferable to the other. 
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Either term may designate equally well 
a concept of cost which includes more than 
the trading or factory cost which the item 
is intended to express. The most generally 
acceptable definition of expense at the 
present time is appropriate to the match- 
ing of revenue and expense as if the two 
“elements” in some way were causally re- 
lated. The various criteria of expense, such 
as association with revenue or with the 
revenue period, regularity, inevitability, or 
mere expediency, cannot be discussed ex- 
haustively here. Nevertheless all expenses 
are “costs of sales,’’ sales in this case being 
synonymous with revenue. Inasmuch as 
only goods (or it might equally well be 
services) are sold and bear the applicable 
costs as expenses, nothing is gained by re- 
gerring to a particular expense either as a 
cost of the goods or as a cost of the sales. 
Any true expense is a cost of the goods 
sold (even if the goods sold are zero). Al- 
though all expenses are alike in this re- 
spect, this fact does not imply that differ- 
ent expenses are sufficiently alike in all 
respects to preclude some degree of sep- 
aration even on a general-purpose state- 
ment. 

Since any expense is a cost of goods sold, 
what should be the basis for drawing in- 
dividual distinctions? ‘‘Merchandise”’ is 
an accounting term with a clearly defined 
meaning; it refers to stock in trade. The 
term, however, enjoys extensive use as an 
adjective as well as a noun, and it can be 
so used here. Thus, ‘merchandise cost of 
sales” limits the cost of sales appropriately 
and conveys the intended idea better than 
other terms in common use. Certain other 
expenses might be called, for example, 
“selling cost of sales,’”’ “insurance cost of 
sales,’ “administration cost of sales,’ or 
even “store depreciation cost of sales.” But 
of course no useful purpose would be 
served by the monotonous repetition of 
“cost of sales’ as a part of each title. The 
phrase is simply an implied part of the 
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title of any expense item and for practical 
ses can be understood without being 
explicit. In the case of such items as mer- 
chandise or factory cost, however, the 
ase “‘cost of sales” is used explicitly 
for clarity; but it should here be modified 
always by the proper adjective. 

In the case of a manufacturing enter- 
prise, the title ‘Factory Cost of Sales” is 
especially appropriate. The item, as is gen- 
erally known, includes many factors such 
as plant depreciation, indirect labor, sup- 
plies, repair costs, and insurance. In other 
words, it usually includes many items of 
assigned cost whose specific titles may 
seem to suggest that current direct charge- 
ofis as expense were contemplated without 
the items first undergoing the procedure of 
being added to inventory cost and thus 
reaching the cost-of-sales category only as 
component parts of all factory cost. 

The arrangement of items in the income 
sheet, which is simply logical order for the 
sake of clarity, can follow a fairly well-de- 
fined pattern. Fundamentally, the sheet 
should consist of three parts. The first is 
the revenue and expense section. Then 
follows the income section, which includes 
income (losses if any) and income distri- 
bution and allocation. The third section 
consists of a brief or condensed surplus 
analysis, the final item being the surplus 
as stated on the balance sheet. Adjust- 
ments to surplus should be confined 
largely, if not entirely, to the corrections 
of errors which have unavoidably been 
made in the computation of income or loss 
in the past. Extra or irregular dividends 
would be among the few exceptions. If the 
concluding figure on the income sheet is 
the balance-sheet item of surplus, one im- 
portant avenue by which undisclosed 
losses find their way into the Surplus ac- 
count is closed. Such ‘“‘undisclosed”’ losses 
may be recognized on the books of account 
in an acceptable manner, but may not be 
presented explicitly in the annual report. 
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Therefore, they may be overlooked by the 
average reader. 

Considering the sequence of items in 
greater detail, net sales is appropriately 
the opening figure of the income sheet. 
This is usually the dominant if not the sole 
source of revenue. ‘‘Revenue’’ unqualified 
refers to gross revenue. Net sales should 
be defined not as gross sales less allow- 
ances, returns, etc., which is a circular 
definition, but as sales measured by assets 
or equivalent values received. There can 
be no such thing as negative revenue, but 
there can be offsets or corrections for over- 
stated revenue, such as for goods returned, 
discounts, or other price adjustments. No 
revenue is produced except to the extent 
of net sales. Expenses are shown below 
sales not because they are fundamentally 
deductions from sales, but because they 
must be matched with and deducted from 
sales in order to show the derivation of net 
revenue. 

Expenses may be itemized in any degree 
of detail, but usually a considerable 
amount of condensation is desirable. They 
may be itemized by major functional 
groups, usually three: Factory (or Mer- 
chandise) Cost of Sales, Selling Expenses, 
and Other Expenses. The total of all ex- 
penses is significant and should be dis- 
played beneath the net sales figure, the de- 
tails being shown in short extension. 
Rarely is this total of all expenses found in 
a published income sheet. 

The extent of detail in itemizing ex- 
penses should be dictated by the purpose 
for which the report is prepared. The com- 
putation of Factory (or Merchandise) 
Cost of Sales as a functional cost in some 
analytical detail is necessary for purposes 
of internal management, but perhaps not 
for outsiders such as stockholders. This 
analysis will usually be one of current man- 
ufacturing operations and not one of 

manufacturing costs as applicable to sales. 
But analysis may be desirable, at least to 
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the extent of comparing initial and final 
inventories. In any event, the most appro- 
priate place for the analysis of this cost, 
or of any functional group of costs, is an 
appended schedule. The analysis can not 
well be included as an expansion of the 
general statement. The functional group 
of selling expenses can best be presented 
on the general statement as a single item 
and on an appended schedule in analytical 
detail. This is also desirable in the presen- 
tation of administrative or other expenses. 

Once expenses are condensed according to 
functional groups, the order of sequence of 
particular expense groups should be a 
matter of little or no concern. The plausi- 
ble excuse for showing Factory (or Mer- 
chandise) Cost of Sales before any other 
expense is that the reader as a result of 
habit expects to find it there. It is not mis- 
leading to place this item first, as is the 
custom. In the absence of any real objec- 
tion, the reader’s expectation should be 
satisfied. Otherwise it would be just as 
reasonable to display Factory (or Mer- 
chandise) Cost of Sales in second or third 
place, or in any other order. In many cases 
this is the largest expense, but its size 
gives it no priority right. Nor does the fact 
that the amount may vary directly with 
sales give it any such right. It might as well 
be placed in the middle of the tabulated 
expenses if this were necessary to satisfy 
the reader’s artistic sense of balance. 
There is, in short, no logical priority recog- 
nizable in the recovery of various expenses, 
and hence no logical sequence of presenta- 
tion. Balances or margins left over after 
some, but not all, expenses are deducted 
are of little value to the general reader and 
should be omitted from the formal income 
sheet. Such computations, however, may 
have real significance for internal business 
management, especially when the problem 
is one of determining price policy. Price 
policy, however, should not be confused 
with accounting for cost or for net income. 
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In the order of appearance the first item 
of income is net revenue. Other items of 
income (these to be stated net of expense) 
should be added next in order to arrive at 
Total Income. Total Income is differenti. 
ated from “gross income” and net income, 
There may be losses which should be de- 
ducted in the accounting period but which 
are not related to income derived from 
other sources. Net income for the period 
is obtained by deducting all ancillary 
losses from total income. The net income 
balance is then disposed of by a series of 
subtractions and properly labelled ‘“Bal- 
ances” in a single monetary column. The 
order of priority of deductions here is im- 
portant. Interest deductions should be 
made first on the premise that interest 
charges are a prior claim on the distribu- 
tion of income instead of being an operat- 
ing expense. Net income after interest 
normally gives the income tax base. The 
income tax should be deducted in order 
to derive the income available to all stock- 
holders. Next, dividend distributions may 
be deducted, especially if they are for 
regular dividends. The remaining balance 
or amount carried to surplus, whether posi- 
tive or negative, is another item in the 
list. This is followed by the old surplus 
shown in short extension; then any adjust- 
ments made in the surplus in the course of 
the accounting period are itemized. These 
items will be relatively few, since generally 
all realized gains and losses should appeat 
as items of income or loss for the year. 
Computations may appear in short exten- 
sion if some detail is desired. 

Incorporation of the surplus analysis for 
the period as part of the income sheet is 
preferable to a separate surplus statement 
because it is less likely to be overlooked 
by the reader. More positively, the reader 
is furnished with a statement of the entire 
income activity for the period assembled in 
orderly and concise fashion, yet without a 
multiplicity of confusing details. 
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The balance sheet is generally con- 
sidered a two-columnar report. It may be 
defined, however, as a four-columnar 
report if provision is made for the many 
common contra-asset items, contra-liabili- 
ties and contra-capital items. The income 
sheet, in contrast, is fundamentally a 
single-columnar report. The general pro- 
cedure is to start with net sales and to dis- 
pose of the entire amount, together with 
some necessary additions and deductions, 
simply by carrying a running balance or 
sum down the sheet in a single column un- 
til the last remaining item gives the figure 
that ties in with the current balance sheet. 
Occasionally a second column is useful for 
the display of items of like kind in short 
extension, with indication of their deriva- 
tion and labelling of the total. An example 
follows of the terminology and form which 
may be used for general purposes by a 
typical industrial or trading concern, 
whether large or small. 

It is hoped that some of these sugges- 
tions may be found suitable for a more 
general adoption both in accounting prac- 
tice and in the accounting classroom than 
has heretofore been the case. Nothing sug- 
gested here is revolutionary or new. There 
is little doubt that all these suggestions 
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have been made elsewhere. The excuse for 
bringing them up again is a plea for their 
more general use and a belief that it may 
be worth more to keep an old question 
alive than to advocate anything new. 


X Company 


Income Sheet 
Year ended December 31, 1943 


Factory cost of sales......... $51,550 
Selling expenses............. 15,400 
Other expenses.............. 11,200 $ 78,150 
Interest income................ $ 700 
Profit from sale of investments. . 7,500 8,200 
Uninsured portion of fire loss.... $ 3,500 
Loss on property abandoned... . 2,200 5,700 
Net income for the year................. $ 30,100: 
Net-income before income taxes.......... $ 22,250 
Net income to all stockholders........... $ 15,850 
Diyidends on preferred stock............. 3,000 
Net income to common stockholders. .... . $ 12,850. 
Surplus, Jan 1, 1943....... $5,000 
Less: Reserve for con- 
i $9,000 
Dividends on com- 
mon stock..... 2,000 11,000: 6,000 
Surplus, December 31, 1943.............. $ 6,850 


ACCOUNTANTS IN OPA 


J. F. HALTERMAN 


Administration are divided into two 

parts: the national office in Washing- 
ton, D. C., and the offices in the field. In 
the national office, interest is primarily 
directed toward preparation of regula- 
tions; formulation of general over-all 
policy; making surveys on a national scale 
of those commodities subject to price con- 
trol; post-auditing the decisions of the 
tegional office; and, in certain instances, 
handling some price adjustments. 


Tx OPERATIONS of the Office of Price 


On the other hand, to men in the field 
has been delegated the duty of dealing 
with the public. The territory of the con- 
tinental United States has been divided 
into eight regions, with each regional office 
having authority over its respective area. 
The regional office serves as a supervising 
and coordinating unit over the truly oper- 
ating district offices within the region. Al- 
most all public contacts are made from the 
district offices and the War Price and Ra- 
tioning Boards. It may be of interest to 
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know that approximately two-thirds of 
the workers in the War Price and Ration- 
ing Boards are volunteers. They form the 
staff which takes the brunt of the com- 
plaints of the public, and the agitation 
stirred by certain radio commentators has 
its ultimate effect upon these local board 
members. 

The eighth region comprises Washing- 
ton, Oregon, California, Arizona, Nevada, 
and northern Idaho. There are ten dis- 
trict offices in the region that are primarily 
responsible for all contacts with the public 
and for supervising the 623 local War 
Price and Rationing Boards. 

In view of the constant contact with the 
public and the fact that the OPA needs in- 
formation of a financial nature, there has 
been set up in Washington a division called 
the Office of Accounting Service, which is 
directly responsible to the Administrator. 

Upon request of the operating depart- 
ments (Price, Rent, Rationing, Board Op- 
erations, and Enforcement), the Account- 
ing Division makes “. . . industry-wide 
studies to supply cost and profit data basic 
for the maintenance and adjustment of 
over-all pricing policies and for the purpose 
of revealing fiscal trends in particular in- 
dustries; specific cost and profit studies to 
supply data necessary in the investigation 
of protests; requests for exemptions and 
other actions directly affecting specific 
concerns or individuals; and other studies 
involving accounting records.” 

The Accounting Division in its national 
office and field operations acts more as an 
integrated unit than do the operating de- 
partments. Within this division, there are 
also certain well-defined areas of authority 
and responsibility; but the individual offi- 
ces come to the aid of each other whenever 
it is necessary and convenient. Personnel 
of the national office will come to the as- 
sistance of the District Accountant, and 
District Accountants have sent members 
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of their staffs to another district for short 
periods. 

The Accounting Division in the national} 
office is primarily interested in industry. 
wide studies. Occasionally, its assignments 
will cover specific manufacturing or com- 
mercial firms if these firms request an ad- 
justment in the prices they wish to charge, 
In this respect, they have need of cost 
accountants specialized in the various 
business fields which are covered by maxi- 
mum price regulations. Most of the cost 
accountants employed by OPA are sta- 
tioned in Washington, and operate out of 
Washington under the direction of their 
own section chiefs. It is almost impossible 
to think of any line of endeavor in the 
United States that these men have not 
had to analyze. This is evident when one 
realizes that price regulations already in 
force involve, for example, film scrap, pine 
oil, shellac, horse meat, chestnut extract, 
unwashed and washed wiping cloths, 
cigars, cement, gray iron castings, men’s 
and boys’ simplified shirts and pajamas, 
and many others—at present numbering 
498. 

Another activity is that of making 
studies for the Rent Department to se- 
cure data on the costs and profitableness of 
renting household units. 

The field offices are concerned with the 
more individual personal problems of 
business. In each regional office, the Ac- 
counting Division performs the function 
of supervision and coordination of the 
staffs in the district offices. Those few ac- 
countants who are on the regional staff 
are reserved, in this Eighth Regional office 
particularly, as a pool of men available for 
use by the District Accountants. All oper- 
ations are reserved to the district offices; 
and, partly because of the small budget 
allotted to the Accounting Division, and 
also because of the fluctuating workload of 
each district office, these accountants are 
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shifted to those offices which are greatly in 
need of assistance. When these regional 
men work in the local offices, they are ad- 
ministratively and technically subject to 
the District Accountant. 

The District Accountants carry the 
principal load of all local requests for ac- 
counting assistance, the nature of which is 
closely related to the type of work done in 
public accounting. Local business firms 
which ask an increase in the prices of their 
commodities apply to the Price Depart- 
ment. The business specialists and an- 
alysts who examine these petitions in the 
district offices request the services of an 
accountant to examine the financial data 
presented by the firm; he prepares a re- 
port in which the salient facts and rela- 
tionships are channeled into the categories 
which the Price Department uses as cri- 
teria for judging the need for a price ad- 
justment. Usually the accountant will 
have to meet the firm, make an examina- 
tion of its books, and, in order to deter- 
mine the “true cost,” analyze its methods 
of allocating overhead. These audits con- 
sider not only current operations but also 
past operations. Since the fundamental 
policy of OPA is to relate prices to a base 
period which is considered fairly represen- 
tative of a normal or pre-inflationary time, 
the accountant will have to analyze the 
costs and profits for that period; these in 
some instances go as far back as 1936. 
Various calculations are then made ac- 
cording to the instructions prepared by the 
Price Department. These requests for 
prices may cover a varied assortment of 
items. The accountants in this region have 
on occasion developed the costs of drying 
apples, of drying chicken feathers, and 
even the cost of burning the beaks of chick- 
ens by means of an electric debeaker. Our 
cost investigations are not limited to such 
minor items of business enterprise. At- 
tempts to determine the costs of producing 
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bulkier and more intricate items also oc- 
cupy attention. New products coming on 
the market require the approval of the 
OPA; and such items as refrigerators, Vic- 
tory models of this and that, and new 
knick-knacks have to be subjected to an 
accountant’s analysis of costs of produc- 
tion. 

In attempting to determine these costs, 
the field accountants meet varied expe- 
riences. In some instances, costs are easily 
secured; and it is also evident that not all 
profitable enterprises have good cost re- 
cords. Some of the best financial records 
are kept by small farmers who operate just 
under their sales prices; whereas other 
businessmen who really should have ex- 
cellent sets of books—especially accounts 
receivable—keep records on the backs of 
old envelopes. Nor are the records confined 
to the English language. The Spokane Dis- 
trict Accountant sent the regional office 
an account book of a Chinese restaurant 
owner. Upon analysis, it was found this 
owner is just as likely to make figure trans- 
positions and othe errors in his cashbook 
as are other bookkeepers. 

The following excerpts from reports will 
give some inkling of the problem of obtain- 
ing records needed for recent cost surveys 
undertaken by a District Accountant’s 
staff: 


“This is a family arrangement wherein all 
members of the family are interested in the winery 
in one capacity or another except bookkeeping, 
and at the same time have outside interests. Their 
books are supposedly kept by a public accountant 
who, it appears, at the moment, has far more ac- 
counts than he has time to handle; and, as a result 
the books of the winery are somewhat scattered as 
to responsibility. The accountant advised, how- 
ever, that his only interest in the books has been 
to keep the production figures for the alcohol 
taxes, and that he has never prepared an annual 
statement for them. Their income tax returns are 
prepared by an attorney who sits in conference 
with all members of the family and combines 
the salient points of their conversation to the 
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point of arriving at figures for the return. We 
contacted two members of the family and the ac- 
countant and were unable to locate any books.” 

“This winery is owned and conducted by 
Mr. with the assistance of his children, 
ranging in age from five to twelve years of age, 
and a rather fictional character known as Marge 
who, although we didn’t see, we presumed to be 
his wife. We contacted these people during what 
appeared to be a family riot; and while we had 
the utmost cooperation from Mr. , he ap- 
parently could secure no cooperation from the 
other members of the company. The only record 
obtainable was a copy of the 1942 Income Tax 
Return, which figures also included receipts and 
expenses incidental to a house which they have 
rented out, and to the produce of their ranch, 
principally prunes. The figures obtainable did not 
seem to meet our requirements.” 


Cooperation on the part of an applicant 
is not always in evidence. A recent in- 
stance comes to mind in which the ac- 
countant carried on his investigation 
while the applicant brandished a pistol to 
punctuate his remarks. He ceased this dis- 
play when informed that his audience was 
also a good pistol shot. 

Another District Accountant reported 
the following episode: 


“During the course of our attempt to compile 
the information we dealt with Mr. , his 
wife, and their attorney. Although all treatment 
was courteous, both husband and wife were con- 
tinuously evasive, while the attorney’s attitude 
can best be described as one of breeziness and 
sarcasm, veiled in friendly smiles and tones of 
voice. All three of them repeatedly alluded to the 
complexities of the regulations, the impracticabil- 
ity of price control, petty criticisms of price 
specialists, and reflected belief that Mr. 
had been singled out, when it was common knowl- 
edge that more serious violations were being 
committed in virtually every store in town, and 
numerous other remarks of like tenor. All of the 
above statements are in line with the releases by 
the attorney to the local newspapers and the 
policy which has led to an endeavor to try the 
case in the newspapers. The examination was 
hampered throughout by withholding the oppor- 
tunity to scrutinize the records of the business, 
first, on the grounds that the records required did 
not contain the information desired; finally, the 
attorney stated that the filing by OPA of the com- 
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plaint for an injunction had placed the matter jy 
the hands of the court and that no records would 
be made available without a court order.” 


Variety is certainly the spice of life for 
the field accountant. 


Interesting theories of valuation are fre- _ 


quently presented for consideration, when 
financial information is being gathered for 
the Price Department. One such is the 
case of a farmer who, when interviewed at 
his ranch regarding the individual costs of 
producing milk, presented us with a “Te. 
placement value’’ theory to use. The farmer 
said his farm was worth $175,000. Upon 
interrogation, he admitted his ranch cost 
him $100,000; but he thought it should be 
considered at the higher value because 
when he was farming in the 20’s he owned 
a ranch of equal size which he sold in 1923 
for $175,000. He spent about $75 ,000 and 
then purchased the present ranch a few 
years ago for $100,000. Consequently, 
since the ranches were of equal size and 
facilities, he felt the present ranch was 
worth $175,000 and should be so considered 
in our cost calculations. 

Practically all enforcement work is in- 
itiated in the district offices. The attorneys 
there have need of the services of account- 
ants to establish the amount of the viola- 
tions and the certainty of the receipt of the 
money. Persons not acquainted with the 
methods of record-keeping have nearly 
always lost their way in the maze, even 
though they may have an excellent legal 
training. Many of our District Enforce- 
ment Attorneys recognize .that their case 
before the court will more likely be suc- 
cessful if an accountant has collected the 
facts and prepared a report thereon. Here, 
too, accounting sagacity is needed. Rec- 
ords may be full or scanty, and one can 
imagine the types of evasions, ranging 
from “no savvy”’ to destruction of records, 
that will test the accountant’s ability. 

The Rent Department will ask for the 
costs of operations of commercial housing 
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is wall establishments—from first-class hotels to issue a great number of various documents, 
; “fop houses,” from multi-unit apartments are subject to audit. In this regard, the 

‘ to the rented room in a flat. Then, too, we boards report monthly the number of 
life for will be asked to determine the excess documents they have received, have is- 
charges made by certain of these renting sued, and have on hand. The local account- 

are fre- Bf units. ing staffs make surprise audits of these 
» When The Rationing Department will call for boards at infrequent periods, besides being 
red for audits regarding the pleas of wholesalers called in to determine the number of docu- 
is the and purveyors of sundry items, foodstuffs ments that may have been stolen, as some- 
wedat § inparticular. An instance comes to mind— __ times happens. 
may of a coffee roaster and distributor reported to Truly, the OPA accountant is taking a 
ae the police that 2,000 pounds of coffee had course in: the postgraduate school of ap- 
farmer been stolen. Our District Accountant was plied accounting. 

Upon requested to make an audit. It was dis- The Accounting Division in the national 
h cost covered that the coffee dealer had sold this office has need of cost accountants who 
uld be quantity in excess of the number of cou- have specialized in specific lines of bus- 
CCauas pons he received. Later, at the court trial, iness; in the field offices, however, the need 
owned the judge requested the defendant to state is for accountants who have had public 
nr 1923 the quantity he had on hand at a certain accounting experience or experience in 
0 and date. He endeavored to secure this infor- various lines of business, so that different 
a few mation from his records but was unable to systems of accounts will not bewilder 
ently, find it. He asked his lawyer toask the OPA _ them. The field-office accountant must also 
e and lawyer for the figure; the latter found the be able to “find” costs in most instances 
= facts in the District Accountant’s report. and tie them into the general ledger; to 
dered This information was relayed back to the secure the specific financial data necessary 
er defendant, who informed the judge. Later, to process an application; to do his job ac- 
eae the judge commended the defendant for curately and quickly, since the staff is 
some. the good records he kept. small; and to be able to meet all types of 
cunt As one might well surmise, the local persons under varying circumstances. 
aa War Price and Rationing Boards, which 
h the 
earl 

even ACCOUNTANT-ATTORNEY 

le 
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case Sam D. THURMAN, JR. 

suc- 
| the N ADDRESSING my thought to the At least my own short experience in study- 
tere, | members of a fellow profession, my ing, practicing, and teaching law has im- 
Rec- initial concern has been that of choos- pressed upon me the practical importance 
can ing between a technical subject which al- of accountant-attorney codperation. 
ging most invariably is of practical interest to During my three years as a student in 
ords, but a few and of academic interest to the law school there were certain courses that 

majority, and a subject which would have always seemed to require more study than 

the practical importance for all of us. As the others, certain courses that always seemed 


sing 


title indicates, I have selected the latter. 


to take me farther afield from everyday 
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experiences. The subject of Torts, to be 
sure, dealt with common occurrences— 
negligence in driving an automobile, frau- 
dulent misrepresentations, conversion of 
personal property, trespasses, and other 
topics that could be readily visualized. A 
study of Contracts immediately brought 
to mind my own experiences to assist me in 
an understanding of that subject. On the 
other hand, certain other courses seemed 
more theoretical and less practical be- 
cause of my limited previous experience 
and for that reason were more difficult. All 
these other courses seemed to follow a 
general pattern—that of requiring a funda- 
mental knowledge of actual business prac- 
tices and especially an understanding of 
everyday items of debit and credit. Neces- 
sary to a complete understanding of these 
subjects was the realization of the import- 
ance in modern life of business credit, or as 
it has been aptly titled, “the promises that 
men live by.” To you who deal with these 
promises and their recording and interpre- 
tation so intimately and, perhaps, without 
conscious thought that you are so doing, 
it may be difficult to understand the prob- 
lems of a law student which arise from an 
utter lack of instruction along these lines. 
And it was not until I had been in law 
school for some time that I began to real- 
ize the importance of a knowledge of busi- 
ness and accounting principles in courses 
such as Corporations, Partnerships, Public 
Utilities, Trusts, Bankruptcy, Taxation, 
and other allied subjects. For some reason 
or other many legal programs include no 
training along accounting lines, as con- 
trasted with the training of a Certified 
Public Accountant, who in every state in 
the Union, I understand, is required to 
pass a test in commercial law. 

Thus the law school impressed upon me 
the ever occurring combination of account- 
ing and legal problems in many of the sub- 
jects studied. And the practice of law from 
the very first demonstrated the importance 
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in modern life of codperation between our 
professions. Especially is this true in the 
field in which I chose to specialize—that of 
taxation. I believe it can be said without 
qualification that every tax case involves 
both legal and accounting problems and, 
this being true, it is only by codperation 
between accountants and lawyers that the 
goal of both professions can be reached— 
that of best serving the interests of our 
clients and of the community at large. The 
striving for and attainment of this goal is, 
of course, one way to improve both your 
profession and mine, and my brief re- 
marks here will be directed to an analysis 
of this problem of codperation. 

In the first place, in order to recognize 
an accounting problem and the consequent 
need to call in an accountant on a case, I 
believe that every attorney—and es- 
pecially a tax attorney—should have some 
understanding of accounting principles. 
If you had never seen a fire or had one 
described, you would be at a disadvantage 
in the event your house was burning. The 
advantage in that case of knowing what a 
fire is and of being able to recognize it is to 
know when to cali the fire department. 
And it is equally true that an attorney can 
best serve the interests of his client by 
having a sufficient understanding of the 
accounting problems involved in a case and 
being able to recognize the advantages to 
be gained from a proper audit or account- 
ing. The converse of this situation is 
equally true. An accountant studies com- 
mercial law, not to enable him to practice 
law, but to give him a knowledge of legal 
principles sufficient to prepare reports in 
such a way as to satisfy the legal duty of 
his client to render an accounting, and to 
enable the accountant to recognize the 
type of problem for which his client needs a 
lawyer. 

The law schools of this country are 
more and more coming to realize this need 
on the part of their graduates of a course 


in 
| the 
006 
off 
jar 
law 
bu 
ole 
th 
su 
lee 
Sr 
q a] 
d 


en our 
in the 
that of 
rithout 
volves 
iS and, 
ration 
lat the 
~hed— 
of our 
e. The 
al is, 
1 your 
ef re. 
alysis 


og nize 
quent 
ase, I 
d es- 
some 
“iples. 
d one 
ntage 
. The 
hat a 
t is to 
ment, 
y can 
it. by 
f the 
e and 
es to 
is 
com- 
ctice 
legal 
ts in 
ty of 
id to 
the 
ods a 


are 
need 
urse 


Accountant-Attorney Coéperation 


inaccounting, and I feel sure it is a step in 
the progress toward our goal of mutual 
coperation that many law schools either 
ofier such a course as a part of their regu- 
iar curriculum or enable and advise the 
law student to take such a course in the 
business school. 

Perhaps it has occurred to you that the 
old adage—a little learning is a dangerous 
thing—might come into play here, and 
that this comparative smattering of the 
subject of accountancy might serve to mis- 
Jead the young attorney into believing 
that an accountant was unnecessary. 
Speaking from personal experience, how- 
ever, I can assure you that any such ideas 
are soon dissipated. I must admit that 
during law school and immediately there- 
after I determined to study accounting 
with the idea of being my own accountant. 
But it was not very long before this study 
and my first few tax cases taught me that 
in most cases such a procedure was unjust 
to my clients. Every tax case involves 
questions of fact and questions of law, and 
very often the factual problems are the 
more difficult and the more important. 
These factual problems in many cases re- 
quire an accurate and exhaustive audit to 
be made, and I soon decided that my de- 
sire to be a good tax attorney was incom- 
patible with any desire to combine the 
functions of attorney and accountant. My 
interest in accountancy and my study of 
the subject did not for that reason cease, 
but that interest and that study now serve 
a most useful purpose in helping me to real- 
ize the advantages of the services of a 
member of your profession and, like your 
study of commercial law, help to create a 
bond of mutual interest which, I believe, 
is indispensable in attaining our goal of 
codperation. 

Closely allied to this topic of mutual ap- 
preciation of the other profession is the 
need for agreement as to which types of 
work should be handled by accountants 
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and which types by attorneys. Certain 
activities are recognized as exclusively 
within one field or the other, and as to 
these we encounter little difficulty. The 
accounting profession, for example, does 
not believe that its members should give 
advice as to the meaning or constitution- 
ality of disputed statutes, draw up legal 
papers, organize corporations, search titles 
to real property, or perform any other ser- 
vices clearly within the realm of the prac- 
tice of law. On the other hand, there are 
activities exclusively within the field of 
professional accounting: the examination 
of books of account and other corporate 
or business records pertinent thereto, the 
formation and expression of expert opin- 
ions on financial statements prepared 
therefrom, the installation of bookkeeping, 
cost finding, and budgetary systems, and 
other similar activities. 

I am not implying, of course, that in 
these fields just enumerated there is no 
place for advice from the other profession. 
As to each of these activities in which the 
responsibility resis with one profession, 
that profession will often find it advantage- 
ous and many times necessary to consult 
with the other. A lawyer, in drawing a 
corporate mortgage or other instrument, 
may require an accountant’s advice as to 
workable definitions, for various account- 
ing terms. An accountant, in reporting on 
the position of a company may require the 
opinion of a lawyer as to the financial sig- 
nificance of certain legal transactions con- 
templated by the company. 

Innumerable other examples could be 
recited of instances in the practice of law 
in which the assistance of an accountant 
would be not only helpful but imperative 
for the fullest protection of the interests of 
the clients. The dissolution of a partner- 
ship, the preparation of complicated 
bankruptcy schedules, accountings by 
fiduciaries in probate and guardianship 
matters, corporate reorganizations and 
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consolidations, the complicated problems 
of rate fixing—these and many other legal 
problems, in the solution of which the old- 
time practitioner saw no need for the inter- 
vention of an outsider, as an accountant 
was then considered, are more and more 
coming to be looked upon as legitimate and 
proper fields for soliciting the aid of ac- 
countants. 

But no real problems arise here as to 
the proper boundary lines between ac- 
countants and lawyers. The problem is 
more one of educating the members of 
each profession to take advantage of the 
services of the other. It is, paradoxically 
enough, in the field of taxation that there 
seems to be the greatest area of conflict, 
the same field which presents the most 
frequent opportunity for coédperation. 

Although I had some rather definite 
ideas of my own as to the proper spheres of 
accountants and lawyers in the tax field, I 
realized that these ideas stemmed from my 
own training and experience, which was, 
of course, along legal lines. My brief excur- 
sions into the field of accountancy had, as 
I previously mentioned, given me some 
appreciation of the views of your profes- 
sion and of the advantages to be obtained 
by utilizing the assistance of accountants. 
But I also realized that my views were 
somewhat colored by contacts with bar 
associations and especially with commit- 
tees on unauthorized practice of the law. 
I consequently determined to explore, as 
far as my limited time would allow, into 
the literature of accountants. This explor- 
ation was most gratifying but even the 
several weeks I have had to ponder the 
subject have proved insufficient to cover 
adequately the reading references jotted 
down for future evenings. 

One of the most interesting books en- 
countered was an autobiography entitled 
Fifty Years of Accountancy, written by 
that outstanding authority on accounting 
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and Federal taxation, Colonel Robert H, 
Montgomery. I was particularly inter- 
ested in his discussion of tax matters but 
also found myself browsing in the other 
interesting chapters of his experiences. He 
discusses the early history of Federal in. 
come taxation and points out that the first 
rates of the 1913 act were so low that the 
lawyers of the country considered tax 
cases too unremunerative and were con- 
tent that they should become the specialty 
of accountants. The accountants, on the 
other hand, must have had a deeper insight 
into the future of Federal taxation, and 
subsequent history has shown that they 
stepped into a field probably without equal 
so far as the public need for assistance is 
concerned. It was not long before the legal 
profession began to realize that its neglect 
of the tax field would have to be rectified. 
A clamor arose in the various local bar 
associations, as well as in the American 
Bar Association, that accountants were 
practicing law; that something would have 
to be done about it. Bar associations have 
always had standing committees on the 
unauthorized practice of the law and it was 
to these committees that most of the pro- 
tests were addressed. 

It has always been a peculiar quirk of 
the legal mind to insist that if any problem 
involves a question of law, irrespective of 
the relative importance of the factual and 
legal questions involved, that problem 
should be the sole province of the lawyer. 
In former days this was true to a large ex- 
tent, and many of the older practitioners 
refuse to recognize that a change has taken 
place. That this change is now an actuality 
is evidenced by the countless govern- 
mental regulations of business and finance 
today. It is difficult to think of a present- 
day business or activity that is not in some 
manner covered by law, and the inability 
of the legal profession to serve the public 
adequately in all phases of this ever-in- 
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ceasing bureaucracy is obvious. And 
again it is in the tax field that this old idea 
of legal omniscience has suffered the most 
severe jolt. Under that idea every tax 

blem would be solely within the juris- 
diction of the lawyer, inasmuch as every 
tax problem involves the law to some ex- 
tent. That such a solution of the tax ques- 
tion is manifestly injurious to the public 
welfare is made obvious by an analysis of 
the types of problems involved in the tax 
field. 

The determination of income to be taxed 
is often a highly technical accounting 
problem which requires specialized train- 
ing in that field. The tax laws are by their 
very nature and purpose related to the 
ascertainment of income and expenses and 
involve the theories and principles affect- 
ing them. This determination frequently 
requires an analysis of the bad debts in- 
curred during a certain period of time, a 
valuation of inventories of the particular 
business, or a computation of depreciation, 
depletion, or obsolescence. A proper de- 
termination of the depreciation method to 
be employed is many times as important 
as it is complicated. In all these problems, 
as well as in many others, one’s knowledge 
of the law itself without accounting ex- 
perience is hardly sufficient for arriving at 
correct solutions. In fact, it is safe to say 
that in the usual tax case problems of ac- 
counting are predominant, in the early 
stages at least, and no doubt it is for this 
reason that the public has so frequently 
turned to the accountant for the prepara- 
tion of income tax returns. 

On the other hand, there are frequent 
occasions in the preparation of an income 
tax return which call for the assistance of 
an attorney. Whether or not a corporate 
reorganization has been effected within 
the meaning of Federal or state income tax 
laws must be determined in some cases be- 
fore the accountant can arrive at a proper 
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basis for depreciation. This problem of 
whether or not a reorganization has been 
effected, for example, often involves highly 
complicated questions of law and should 
properly be handled by an attorney. 

Various other determinations of legal 
questions immediately come to mind even 
in the preparation of a return, but the re- 
turn itself always embodies statements to 
be deduced from a critical examination of 
the books of the corporation, partnership 
or individual, and for that reason it seems 
obvious that the responsibility of prepar- 
ing the return should fall primarily upon 
the accountant. 

At the opposite side of the tax field we 
find suits for refund filed in either state or 
Federal courts. The taxpayer must avail 
himself of the services of an attorney in 
these situations and no accountant takes 
issue with this premise. But in many of 
these cases the services of an accountant 
will be essential either to assist in the prep- 
aration of the trial of the case as an aid in 
developing the evidence, or actually to 
testify as an expert witness. 

It is in the fields between these two 
extremes that the accounting and legal 
professions have come into conflict on oc- 
casion. But is it not possible to arrive at a 
satisfactory solution of this conflict by 
again applying our criterion for the deter- 
mination of such problems—that of ascer- 
taining which profession can best serve the 
interests of the client in the particular 
case? My firm conviction is that, in far 
more cases than are at present realized, the 
best results can be reached only by the 
proper combination of both legal and ac- 
counting services. 

Take, for example, the matter of repre- 
sentation before the Tax Court—until 
recently the Board of Tax Appeals. Certi- 
fied public accountants, as well as lawyers, 
since the creation of the Board almost 
twenty years ago, have been eligible to 
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practice before it. During the first few 
years of the Board’s history, many in the 
accounting profession expressed disap- 
pointment that rules of evidence applied 
in courts of law should be adopted and that 
in other respects technical procedural rules 
peculiarly within the province of attor- 
neys should be insisted upon. But subse- 
quent history has proved the necessity of 
an administrative body of the type of the 
Tax Court, and there is at the present 
time agitation not to limit its power but to 
extend its jurisdiction to cover cases of 
suits for refund. Accountants throughout 
the country now universally accept the 
Tax Court as an efficient method of set- 
tling many tax disputes and although they 
are eligible to practice there, the records 
show that in recent years very few certified 
public accountants have attempted to 
conduct hearings before the Court. It has 
become quite clear that a knowledge of 
rules of evidence and other legal procedure 
is required at such hearings, especially 
when it is considered that the findings of 
the Court may be reviewed by the Circuit 
Courts of Appeal. Most accountants for 
this reason insist that their clients retain 
attorneys to represent them in cases which 
come before the Tax Court. This, in my 
opinion, is an outstanding example of a 
situation in which the members of your 
profession have found it to be to the best 
interest of your clients to call in an attor- 
ney on the case, with the result that both 
professions, as well as the taxpayers, have 
benefited. 

In numerous cases attorneys and ac- 
countants collaborate in representing tax- 
payers before the Tax Court. This, almost 
invariably, is a fortunate combination. The 
fact that the certified public accountant, 
as well as the attorney, can appear as a 
representative often enables the account- 
ant to be of greater assistance to his client 
than if his role were confined to that of 
expert witness. 
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All other problems of conflict between 
the professions, I believe, can be solved in 
a similar fashion by keeping in mind our 
test of determining the best course to fol- 
low in the case of each particular client 
and each particular tax problem. It seems 
that both the American Bar Association 
and the various accounting associations 
have come to similar conclusions. 

As mentioned previously, as soon as the 
legal profession woke up to the fact that 
you fellows really had a “good thing” in 
this tax business, a great clamor arose to 
quash what was termed “unlawful prac- 
tice of the law.”” The Unauthorized Practice 
Committee of the American Bar Associa- 
tion asked representatives of the American 
Institute of Accountants to meet with 
them and formulate a joint statement re- 
garding the relationship between the two 
professions, especially as to problems aris- 
ing in the tax field. Such a statement, it 
was felt, if released simultaneously by the 
two associations, would be of great assist- 
ance. While progress was made, the two 
committees were not able to agree upon 
the exact form and phraseology of such a 
joint statement, particularly in so far as it 
might deal with tax practice. Most of the 
complaints outside this field were con- 
cerned with the preparation by account- 
ants of legal documents, such as contracts, 
trust agreements, corporate charters, by- 
laws, and indentures. The Institute com- 
mittee expressed to the Bar Association 
committee the view that accountants could 
not properly draft documents of this na- 
ture and should refrain from so doing. 
Resolutions to that effect were sent by the 
Institute to all state societies of certified 
public accountants. 

But the tax problem appeared to be a 
much harder nut to crack. At the 1938 
meeting of the American Bar Association 
the Bar committee, which had been meet- 
ing with the Institute committee, submit- 
ted a report setting out in detail the vari- 
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ous activities in the field of taxation con- 
sidered by the committee to be the practice 
of law. The Institute committee found it- 
self in accord with most of the report but 
was in disagreement with the implications 
of several of the items relating to tax prac- 
tice. 

The main objection, it seems to me, to 
the formulation of rules to govern the re- 
lationship between attorneys and account- 
ants is the difficulty of applying any rule as 
a concrete proposition. With the exception 
of the clear fields previously mentioned, 
every case is really in a class by itself 
and should be determined by applying the 
general rule of endeavoring to give maxi- 
mum assistance to the client. The Insti- 
tute committee recognized this fact and 
presented a report to the Bar committee 
suggesting that the problems of the two 
professions could in practice be ade- 
quately dealt with only by what might be 
termed “the case system,” i.e., working 
out each case on its own facts and merits 
under the one guiding principle of codpera- 
tion to serve the best interests of the 
client. 

When the American Bar Association 
met again in 1939, the Unauthorized 
Practice Committee stated that it had 
come to the conclusion that the problem 
could best be taken care of by the local 
organizations dealing with individual cases, 
as suggested by the accountants. The As- 
sociation further restated the following 
principles to be followed in any case of 
prosecution for unauthorized practice: 


“1. No prosecution of any form of unauthor- 
ized practice should be undertaken by a bar com- 
mittee unless it can be clearly shown that such 
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practice in the given case is resulting in injury to 
the public; é 

‘*2. No proceeding should be instituted based 
solely on the economic interest of the bar.” 


This statement recognized the unassail- 
able proposition that if the accountants 
can do a better job as to certain phases of 
tax procedure, that should be their field 
and not the lawyers.’ The converse, of 
course, is equally true, and the logic of this 
conclusion is irrefutable. 

The prime purpose of these brief re- 
marks has been to emphasize the thought 
that accountancy and law are companion 
professions, in many respects interdepend- 
ent. Although I believe the ac :ountants 
have been the more farseeing and have 
had a more complete understanding of this 
relationship and the possibilities of mutual 
assistance resulting therefrom, I can assure 
you that there is a growing realization of 
the desirability and necessity of this co- 
operation among the members of the bar, 
and especially among the younger prac- 
titioners who are having and have had the 
opportunity of taking courses such as tax- 
ation and accounting in law schools, 
courses that were unknown until a few 
years ago. I can also assure you that any 
lawyer who has occasion to deal with 
many tax cases soon realizes that the 
interests of our mutual clients are best 
served by harmonious codperation with 
accountants. 

The goodwill of our accountant friends 
is of tremendous importance to us. I am 
sure that the future will bring an increased 
realization of the importance of mutual co- 
operation, which realization must inevit- 
ably redound to the advantage of both 
professions. 
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SOME PROBLEMS OF LABOR UNION 
AUDITING 


C. C. MEREDITH 


ces, as well as all their other activi- 

ties, have been the subject of much 
public discussion for many years. This is 
not surprising when we consider that more 
than ten million American workers are 
organized in labor unions and that they, 
with their families and friends, make up a 
large percentage of our total population. 
Organized labor has traditionally regarded 
criticism of its financial machinery as an 
attempt on the part of employer groups to 
weaken its influence and bargaining power. 
The unions believe that much of the criti- 
cism has not been of a constructive nature 
and has emanated from those whose eco- 
nomic interests were, prior to the present 
war emergency and the resultant codpera- 
tion between labor and management, op- 
posed to their own. Along with this has 
gone a hesitancy to engage independent 
auditots who, because their work is closely 
connected with business enterprises, have 
been associated in the thinking of labor 
union members with employers who may 
have done everything in their power to dis- 
courage or destroy organization among 
their employees. 

The tax bill now before Congress con- 
tains a provision for submission by labor 
unions of financial statements to the Treas- 
ury Department and thus brings the 
problem of trade-union accounting again 
into the news dispatches from Washington. 
However, submission of financial state- 
ments to the Federal government is not 
new. The present tax laws require that 
labor unions, as well-as other nonprofit 
groups, send financial statements to the 
Treasury Department as the basis for de- 
termination of their classification as non- 


[°= organizations and their finan- 


profit organizations entitled to exemption 
from income tax and certain taxes under 
the social security laws. This is also done 
by international unions on behalf of them- 
selves and their affiliated locals. Many 
national labor organizations carry the 
word “International” in their titles be- 
cause some of their chartered locals are in 
the Dominion of Canada, and the term 
“International” has come into general us- 
age in referring to parent organizations. 
Apparently the law now being consid- 
ered may require income taxes to be paid 
by labor unions on certain kinds of income. 
If it passes, there will probably be a great- 
er demand for the services of the independ- 
ent public accountant to insure prepara- 
tion of statements in proper form. Some of 
the commentators on the subject would 
have the public believe that labor unions 
never make any accounting for the funds 
that pass through their hands. This is in- 
correct. The constitutions of nearly all 
international and local unions provide for 
periodic audits, usually every three or six 
months. Many unions that engage inde- 
pendent public accountants require that 
audits be made monthly. In some cases the 
audits are made by a board of trustees 
selected by the union membership at regu- 
lar elections or by special auditing commit- 
tees elected each time an audit is required. 
Some international unions employ a staff 
of auditors to audit the financial records of 
the affiliated locals. But in a considerable 
and growing number of cases independent 
public accountants are engaged for this 
work. Unions which follow this plan find 
that audits by independent accountants 
tend to remove finances from the field of 
inter-union controversy, and the state- 
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ments submitted form a basis for budget- 
ing the funds of the organizations. 

The membership of a labor union directs 
its activities and the auditor is engaged 
directly by the membership, except when 
it delegates the problem of hiring an 
auditor to the trustees or to a finance 
committee. Therefore, the auditor’s re- 
port is properly addressed to the mem- 
bership. Some unions publish the au- 
ditor’s report in their newspapers; others 
incorporate it in mimeographed bulle- 
tins sent to all members. Many audit 
reports are read in full or in summarized 
form at membership meetings and later 
are posted on the bulletin board. I recall 
entering a union hall in the Northwest 
where monthly audit reports for the past 
two years were tacked around the walls. 
Thus any interested number might study 
the financial ups and downs of his organi- 
zation at his leisure. 

The practicing accountant will doubtless 
be most interested in the procedure of con- 
ducting an audit of a labor organization. 
In the first place, when an auditor enters 
the client’s office on an engagement, his 
first question should be “What financial 
records do you keep?” rather than a re- 
quest for certain records that would or- 
dinarily be kept by a business firm. If this 
is the first time that an independent ac- 
countant has been engaged, the officers of 
the union will probably have little or no 
idea as to what records he will require for 
the conduct of his examination. The stand- 
ard records that most local unions keep are 
simple and few. They consist of day books 
or receipt books and a cash book for sum- 
marization of cash income, a check book 
and a cash disbursements record book, and 
a ledger or card index system of crediting 
payments to accounts of individual mem- 
bers. Union officials, although skilled in 
their own trades, will generally be found to 
have very little knowledge of bookkeeping 
procedure. Occasionally the accountant 


291 


will find a financial secretary who once 
operated his own business and now tries 
to apply his previous experience to the 
union books, or another who remembers 
something of a long unused public school 
course in elementary bookkeeping. In 
many cases, however, such men will be as 
puzzled by the problem of keeping books as 
an accountant would be if he were sud- 
denly handed the necessary tools and told 
to build an automobile. 

In the larger local unions, of course, the 
staff will include professional office work- 
ers trained in bookkeeping, but small or- 
ganizations with their staffs elected by the 
membership from its own ranks still con- 
stitute a large proportion of all labor or- 
ganizations. Some of them do not have 
full-time officers, and books are kept by 
the secretary after a full day in the shop. 
Yet many of these unions want the ser- 
vices of the independent auditor and need 
the guidance he can give them. 

Granted that the union keeps the simple 
records mentioned, the task of the auditor 
in making a complete cash audit will be 
somewhat as follows: 

1. Detailed verification of cash receipts 
and tracing of the receipts to the bank ac- 
count. 

2. Detailed comparison of receipts with 
credits to the individual members’ ledger 
accounts. 

3. Examination of all checks and auth- 
orizations of expenditures. 

4, Verification of bank balances and 
holdings of cash and securities. 

5. Preparation of report and statement 
of cash receipts and disbursements. 

The first item may not be so simple as it 
appears at first glance. Perhaps no receipt 
tickets are used. In some cases in which 
dues stamps are pasted in the members’ 
books the union may consider that the 
stamp constitutes a sufficient receipt, and 
the secretary may post the payment to the 

membership ledger and make a memoran- 
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dum record of collections which is not al- 
ways carefully filed after the day’s cash is 
balanced against it. In such a case it may 
be necessary to go to the membership led- 
ger to arrive at the total of cash receipts. 
It may also be necessary to call in the 
membership books for comparison with 
the ledger accounts in order that the au- 
ditor may satisfy himself as to the accu- 
racy of the records. This is difficult if there 
are many withdrawals or transfers out of 
the local union. Some accountants believe 
that an inventory of dues stamps is a good 
check, but experience shows that many 
union members pay dues without present- 
ing their dues books and collect stamps at 
irregular intervals when they happen to be 
carrying their membership books. Thus a 
stamp inventory requires adjustments of 
which no adequate record may be kept. 
Furthermore, dues stamps do not account 
for application fees or assessments. Some- 
times accounting for cash receipts is 
further complicated by cash disbursements 
made from receipts rather than through a 
petty cash or revolving fund. If the check- 
off is used, the task is simplified. The 
check-off involves deduction of union dues 
by the employer from each worker’s check 
and remittance of these amounts to the 
union. This method of dues collection is 
not practicable in all trades. 

The auditor’s responsibility in account- 
ing for receipts is probably greater in labor 
union accounting than elsewhere because, 
unless the check-off is used, almost all re- 
ceipts are in cash, and because it is difficult 
to work out an effective system of internal 
check. The receipt tickets should be num- 
bered serially and inventoried each time 
an audit is made. It is not easy to locate all 
receipt books immediately when numerous 
job stewards or business agents are making 
collections outside the union office. It is 
best to require that all receipt books be 
brought to the office while the auditor is 
on the job. Bills for receipt books should 
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be inspected for the quantity of receipts 
printed and their serial numbers. A mem- 
bership educated to demand official re. 
ceipts for all payments sometimes consti- 
tutes the most dependable internal check. 

The comparison of receipts with ledger 
accounts can be a long and expensive job 
and one which the union may feel it can- 
not afford. In such cases the auditor may 
have to be satisfied with a test-check or 
with a check made by the union trustees. 
If properly advised as to procedure, a 
check by the trustees should detect any 
errors present. The large number of trans- 
actions makes it impracticable to balance 
membership ledger credits against receipts. 
The accuracy of the ledger accounts is im- 
portant, however, inasmuch as improper 
suspension of a member or “pulling him 
off” a job may involve the union in legal 
difficulty. 

In connection with disbursements, the 
minutes and the constitution and by-laws 
should be examined for authorization of 
expenditures and for determining who are 
authorized to sign checks. Some interna- 
tional constitutions make certain restric- 
tions on expenditures by local unions, and 
the issuance of a local charter obligates the 
local to adhere to the international’s rules. 
Local constitutions usually require that 
certain kinds of expenditures be author- 
ized only by special meetings or after con- 
sideration at two or more regular meetings. 
Procedure varies as to authorization for 
payment of ordinary bills. They may be 
recorded in detail in the minutes, or certain 
officers or committees may be authorized 
to sign warrants ordering the treasury to 
make necessary payments. 

Verification of bank balances and count- 
ing of cash or securities present no unusual 
problems for the auditor, but preparation 
of union statements may vary considerably 
from ordinary business practice. In the 
first place, a balance sheet is almost mean- 
ingless to a labor organization and its 
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members. It is a practical impossibility to 
establish an accounts receivable figure 
which is more than a guess. Delinquent 
members may never pay their dues if they 
have left the industry or the jurisdiction 
of the local. A reserve for bad debts may be 
no more than a bad guess. Ordinarily lia- 
bilities consist only of current bills and per 
capita obligations to the international, and 
listing them would be informative, but, 
in the absence of accounts receivable, they 
are meaningless as a balance-sheet item. 

The auditor must bear in mind that he 
was engaged by the rank and file member- 
ship of the union and that his report is in- 
tended primarily for their information. 
Therefore, both for the union’s informa- 
tion and as a qualification of his certifica- 
tion, his report should clearly indicate the 
scope of the work performed. The state- 
ments should be sufficiently simple that it 
will not be necessary to call the auditor be- 
fore the membership to explain them. A 
good form would start with the beginning 
balance of cash and investments, add the 
receipts and deduct the expenditures, in 
order to arrive at the new balance. Re- 
ceipts and disbursements should be shown 
in considerable detail. The membership 
will want to know where its funds are; 
therefore the bank accounts and invest- 
ments should be detailed in a footnote to 
the cash receipts and disbursements state- 
ment. Since unions are likely at present to 
put all funds not needed for current oper- 
ating expense into War Bonds, the classi- 
fication of assets will not be lengthy. 

Many unions have, in addition to a 
General Fund, a number of different funds 
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such as Educational Fund, Building Fund, 
Sick and Death Benefit Fund, Defense 
Fund, and Reserve Fund. The auditor will 
usually find that the constitution sets 
forth the method of allocating receipts to 
the various funds and that there may be 
varying rules governing withdrawals from 
them. If the union owns land and build- 
ings, the statements for the Building Fund 
should follow standard forms but it might 
be best to avoid formal accounting lan- 
guage wherever possible. 

I have concentrated this discussion of 
labor union auditing on some of the prob- 
lems likely to be met in first angagements 
for relatively small organizations, because 
this is the field in which the problems will 
be most different from those faced in audit- 
ing business firms. If the auditor is called 
upon to audit the accounts of a large union 
which uses small-union bookkeeping meth- 
ods, his procedure will be the same but his 
headaches bigger. He can best serve the 
interests of his clients, the rank and file 
membership of the union, by urging them 
to acquire the records and personnel neces- 
sary to the most efficient and accurate ac- 
counting for their funds. More and more 
the union membership is coming to under- 
stand that its own interests and those of 
the public will best be served by the use of 
the independent public accountant’s ser- 
vices. The auditor, for his part, should un- 
derstand that labor organizations are an 
integral and essential part of our democ- 
racy, and he should approach the field of 
labor union auditing with the conscious- 
ness that by his counsel he can make a real 
contribution in the public interest. 


ENCUMBRANCE ACCOUNTING 
FOR INDUSTRY 


RosBert P. HACKETT 


S$ SOON as purchase orders or con- 
A tracts are signed, the resulting obli- 
gations should be entered at once 
as encumbrances of the funds and appro- 
priations affected.”! This is one of the 
principles laid down for municipal account- 
ing by the National Committee. But it is 
just as appropriate for all organizations 
with characteristics which make this kind 
of accounting desirable. 

The principle has been generally ac- 
cepted both in theory and in practice, and 
has been recognized in laws governing this 
type of accounting. The leading text books 
and manuals in governmental accounting 
all give specific treatment to the account- 
ing for encumbrances, and although minor 
differences in procedure exist, the principle 
is accepted as a proper one. Inspection of 
published reports of municipalities shows 
that the principle is used in their accounts 
in many cases. The laws of several states 
show a recognition of the principle in vari- 
ous ways. For example, in Illinois all en- 
cumbrances must be liquidated -within a 
period of ninety days following the close of 
the fiscal period, after which the appropria- 
tions for the encumbrances lapse. 

The actual application of the principle 
in the accounts of a municipality is not 
complicated and extension to other fields 
would not be difficult. The following de- 
scription would apply to any fund in the 
accounting system to which appropriations 
and related encumbrances are involved. 
In order to give a complete perspective 
the example includes all related accounts 
and situations. 

At the time of preparing the budget and 


1 Municipal Accounting Statements (Chicago: Na- 
tional Committee on Municipal Accounting, June, 
1941) p. 202. 


the appropriation ordinance the following 
entry would be made for the total appro. 
priation for that fund: 
(1) Unappropriated Surplus..... . 
The credit in the Appropriations account 
represents the limit of authorized expendi- 
tures for the fiscal period concerned. It isa 
segregation of Surplus so that the balance 
remaining in the Surplus account shows 
how much is still available for further ap- 
propriation. 

When there is a lapse of time between 
the issuance of orders for assets, materials, 
supplies, or services and their fulfillment, 
or when a contract is entered into which 
will not be executed until a later date, the 
following entry would be made: 


(2) Appropriation Encumbrances.... 50,000 


Reserve for Encumbrances............ J 


The amount used here is the total for the 
period under consideration. It may not be 
the same as the actual final amount, since 
the prices on orders may be subject to 
change and contracts may undergo some 
adjustments. The amount, however, is as 
near to the actual as it can be at the time 
of entry. 

If there is no lapse of time between the 
issuance of an order and its execution, an 
entry like number (2) need not be made 
but the following would be entered for 
the actual amount: 


This form is representative of all such en- 
tries for the entire period. 

When the orders or contracts represent- 
ed in entry (2) are finally completed and 
become real obligations, two entries are 
necessary. First an entry is made to re- 
verse (2) for the estimated amount of the 
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order or contract. If all but $10,000 of the 
amount has been completed the entry 
would be: 


(4) Reserve for Encumbrances...... 


Appropriation Encumbrances......... 40 ,000 


This means that at the end of the period 
there is still $10,000 in orders or contracts 
outstanding which have not been com- 
pleted to the extent of becoming actual 
obligations. 

As soon as (4) has been made another 
entry for the actual amount would be made 
as follows: 

Expenditures. 
Vouchers Payable... ...... 42,000 
It can be seen that (4) and (5) together 
take the estimated amount of encumbranc- 
es off the books and place the actual 
amount on the books as obligations. Thus, 
at all times after original commitments 
have been made, the accounts will show 
estimated obligations in the Reserve for 
Encumbrances account and real obliga- 
tions in the Vouchers Payable account. 
At the same time the Expenditures ac- 
count shows the actual reduction in the 
expendable appropriations, and the Ap- 
propriation Encumbrances account shows 
further estimated reductions in that same 
amount of expendable appropriations. 

At this point, just before adjusting and 
closing at the end of a fiscal period, the 
accounts of importance here would look as 
follows: 


Appropriation 
Appropriations Encumbrances 
(1) 100,000 (2) 50,000 | (4) 40,000 
Reserve for 
Encumbrances Expenditures 
(4) 40,000 | (2) 50,000 (3) 45,000 
(5) 42,000 
Vouchers Unappropriated 
Payable Surplus 
(3) 45,000 105 ,000 
(5) 42,000 (1) 100,000 | (not illus- 
trated in 
this article) 
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If a balance sheet is prepared at this 
time or at any other time before adjusting 
and closing at the end of the fiscal period, 
the right side of that statement would 
appear as follows. Only the accounts il- 
lustrated above are used, hence the state- 
ment is not complete. 


Reserve for Encumbrances................ 10,000 
mditures........... 87 ,000 
Appropriation Encum- 
Unappropriated 5,000 


At the end of each fiscal period all the 
accounts of a budgetary or estimated na- 
ture must either be closed or adjusted 
properly. It must be kept in mind, as in- 
dicated earlier, that although most ap- 
propriations lapse at the end of a budget 
period, those against which commitments 
have already been made may remain open 
for a specified period of time to be com- 
pleted. In Illinois this pericd is ninety days. 
If the appropriations have not been com- 
pletely consumed at the expiration of that 
time, the portion which then represents 
incomplete orders and contracts lapses; 
if such orders or contracts are completed 
later, they must be applied against new 
appropriations. 

Assuming that the figures used earlier 
in the illustration pertain to the end of the 
period, the following adjusting and closing 
entries would be made. 

(6) Appropriations................ 
Expenditures 


This entry closes out the expenditures that 
have actually been made against the ap- 
propriations for the period. It leaves the 
Appropriations account with a credit bal- 
ance of $13,000. Entry number (7) would 
then be made. 


nappropriated Surplus.............. 3,000 


This amount is determined by subtracting 
the balance of the Appropriation En- 
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cumbrances account from the balance of 
the Appropriations account and represents 
the unused and uncommitted portion of 
the appropriations for the period. The 
entry made has the effect of lapsing that 
portion back into unappropriated surplus 
and making it available for future appro- 
priations. 

A balance sheet prepared at this time 
would show the accounts represented on 
the right side of the statement as follows: 


Reserve for Encumbrances............... 10,000 
Appropriations.................. 10,000 
Appropriation Encumbrances... 10,000 
Unappropriated Surplus.................. 8,000 
nat 105 ,000 


It remains to observe what becomes of 
the three $10,000 balances in Reserve for 
Encumbrances (credit), Appropriations 
(credit), and Appropriation Encumbranc- 
es (debit). Assume that in the course of 
the allowable ninety days orders amount- 
ing to $8,000 are filled and result in obliga- 
tions of $7,900. Three entries would result. 


(8) Reserve for Encumbrances....... 8,000 


Appropriation Encumbrances.......... 8,000 


This entry reverses the entimated amounts 
for commitments just as entry (4) did in 
the period in which the appropriation was 
made. 


(9) Appropriations................ 


This entry sets up the obligation out of 
the appropriations for the previous period. 
Now the Appropriations account contains 
a credit balance of $2,100, which cannot be 
used unless reappropriated; it must be 
lapsed back into unappropriated surplus 
by entry (10). 


(10) Appropriations. ............... 


Unappropriated Surplus. ............. 2,100 


After this entry has been made, only cur- 
rent appropriations remain on the books. 

The Appropriation Encumbrances ac- 
count and the Reserve for Encumbrances 
account still remain open with offsetting 
$2,000 balances. If this amount represents 
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orders or contracts which may still be 
executed, these accounts may be left open 
with the understanding that they can be 
covered by current appropriations when 
they become actual obligations. If such is 
not the case, they must be canceled by 
entry (11). 


(11) Reserve for Encumbrances. ..... 
Appropriation Encumbrances.......... 


2,000 
When the above has been accomplished 
the accounts on the books will all show 
balances which relate to the current period 
only. 

In such a system of accounting for en- 
cumbrances and appropriations a Sub- 
sidiary Ledger that shows the free 2nun- 
cumbered amount for all appropriations 
within a fund at any time is valuable and 
important for purposes of internal control. 
Three General Ledger accounts will enter 
into the control of such a Subsidiary Led- 
ger. They are the Appropriations, Ex- 
penditures, and Appropriation Encum- 
brances accounts. A ledger form which will 
take care of this is illustrated below with 
typical entries for one appropriation within 
the fund. These entries are keyed to later 
explanations. Only money columns are 
shown. Other appropriate columns for 
date, explanation, posting reference, etc., 
would be necessary. 

Explanation of entries in Subsidiary Led- 
ger form: 

(1) This represents the original appropriation 
for the particular item, department, or object 
represented in this account. It is part of the credit 
made to the Appropriations account in the Gen- 
eral Ledger. 

(2) An order is issued in the estimated amount 
of $300. Note that the balance is reduced. This 
is part of the debit to Appropriation Encum- 
brances in the General Ledger. 

(3) Same as (2) for $400. 

(4) Same as (2) for $500. 

(5) The $300 order is filled at the estimated 
price. The entry in the Encumbrance credit col- 
umn is part of the credit to Appropriation En- 
cumbrances in the General Ledger, and the entry 
in the Vouchers column is part of the debit in the 
Expenditures account in the General Ledger. The 
balance does not change. 
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Account TITLE 
Encumbrances 
Key Vouchers Transfers Credits Balance 
(1) 10,000 10,000 
(2) 300 9,700 
(3) 406 9,300 
(4) 500 8,800 
(5) 300 300 8, 800 
(6) 400 410 8,790 
(7) 500 480 8,810 
(8) 600 8,210 
(9) 700 7,510 
(10) | 50 7,560 


(6) The $400 order is filled for $410. The expla- 
nation for this is similar to that for (5) except that 
the actual amount is greater than the estimated 
amount. The balance is reduced by the excess at 
this time. 

(7) The $500 order is filled for $480. This is 
also similar to (5) except that the actual price is 
less than the estimated. The balance is increased 
by the difference. 

(8) An expenditure of $600 is made which did 
not involve a previous encumbrance. It is part of 
the debit to the Expenditures account in the Gen- 
eral Ledger. The balance is reduced by the entire 
amount. 

(9) Service or Supplies are received from an- 
other fund chargeable to this appropriation. The 
entry would be part of the debit to Expenditures 
in the General Ledger. The balance is reduced. 

(10) A refund on an expenditure is received. 
This would be part of the credit to Expenditures 
in the General Ledger (if not illegal). 


If entries are made in the Subsidiary 
Ledger in this fashion the final figure in 
the balance column shows, at any time 
when all entries are complete, the free un- 
expended, unencumbered balance of that 
particular appropriation. It has been shown 
that the Encumbrance debit column repre- 
sents debits made in the Appropriation 
Encumbrances account in the General 
Ledger; that the Encumbrance credit col- 
umn represents credits in the Appropria- 


tion Encumbrances account in the General 
Ledger; that the Vouchers and Transfers 
columns represent debits to the Expendi- 
tures account in the General Ledger; and 
that the credit column represents credits 
to the Appropriations account or to the 
Expenditures account in the General Led- 
ger. Consequently, in proving the control 
for the Subsidiary Appropriations Ledger, 
three General Ledger accounts must be 
used. The sum of the balances in the Sub- 
sidiary Ledger for any fund must equal the 
balance of the Appropriations account 
minus the balances of the Expenditures 
account and the Appropriation Encum- 
brances account. This result shows the 
amount of free unexpended, unencumbered 
appropriations. 

This type of accounting for encum- 
brances is important from at least two 
points of view. It provides a control over 
expenditures that is necessary in any gov- 
ernmental body in which there is no cer- 
tainty of a continuity of management. It 
provides information in such a way that 
excessive encumbrances cannot lead to ex- 
cessive expenditures. If the method de- 
scribed is followed, it forces the exercise of 
control since the information becomes part 
of the permanent record in the ledger. 
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The information is exceedingly valuable 
for the management and the council mem- 
bers of the municipality. In many cases 
personal liability is involved. In some cases 
unintentional overexpenditure takes place 
simply because full information about 
encumbrances is not available. Near the 
end of a fiscal period a fund may appear to 
have an unexpended balance in appropria- 
tions and some wise but postponable ex- 
penditure is made. Then afterwards it may 
be found that the fund was actually en- 
cumbered for a large part of this balance. 
If the facts about the encumbrances had 
been in the records the postponable ex- 
penditure would probably not have been 
made. For purposes of control and infor- 
mation, and to avoid possible personal 
liability, it is important that the records 
be left with full disclosure at all times of 
the free unexpended, unencumbered bal- 
ance of appropriations. To assure that this 
information will be available, it should be 
made part of the permanent record. 

If industrial and commercial businesses 
had such information available as part of 
the permanent record it would be helpful 
and valuable in many instances to man- 
agers, directors, stockholders, bankers, and 
others. It would only be necessary for an 
order and contract register to be kept as a 
book of original entry and not as an auxil- 
iary book. The estimated amounts would 
be entered therein as orders were issued 
and contracts were entered into for the 
estimated amounts. The total could be 
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posted as a debit to an account comparable 
to the one used by municipalities, perhaps 
called “Encumbrances,” and the credit 
could be placed in a Reserve for Encum- 
brances account. In the balance sheet 
these two accounts would be shown offset- 
ting each other so that the totals would not 
be affected, but full disclosure of imminent 
obligations would still be made. 

As orders are filled and contracts reach 
the stage at which they become real obli- 
gations, a procedure similar to that des- 
scribed for municipalities could be fol- 
lowed. The Encumbrances and Reserve 
entry should be reversed for the previously 
entered estimated amount, and the usual 
entry for the present actual obligation 
could be made. 

Many industrial and commercial or- 
ganizations keep such information as this 
at the present time, but the result is seldom 
disclosed in the balance sheet. It seems to 
be just as important however, as some 
other items that now appear on balance 
sheets, such as Reserve for Loss on In- 
fringement Suit, or Reserve for Loss on 
Inventory Valuation. Orders and contracts 
are items that, in many cases, are much 
more apt to become real obligations than 
some of the reserves that are set up for 
conservative accounting purposes. The 
inclusion of outstanding orders in the ac- 
counts and in the balance sheet would 
certainly give a truer picture of the present 
condition and the future trend of the cur- 
rent position of the businesses concerned, 


REPLACEMENT AND BOOK VALUE 


C. A. ASHLEY 


tion of the advisability of discarding 
a fixed asset which can still be used 
and which may still be capable of earning 
profits and substituting for it a newer 
model. Professor Pigou discusses this at 


Prior's HATFIELD raises the ques- 


some length in his Economics of Welfare, 
and Professor J. M. Clark, in his Economics 
of Overhead Costs? 

Part of the difficulty arises, I suggest, 


1 Fourth Edition, p. 188 ff. 


2 Pp. 180, 200. 
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from the fact that depreciation and obsoles- 
cence are sometimes treated as separate 
problems. If it is no longer wise to use an 
asset because new methods produce great- 
er profits, then that asset has only a scrap 
value; it may have depreciated in use or it 
may have been used hardly at all, but it is 
obsolete, and must be written off. An asset 
is obsolete if the prime costs of using it are 
greater than the total costs of equivalent 
production using a new asset in its place. 
The fact that a poor estimate of useful life, 
when the old asset was acquired, has re- 
sulted in a substantial remaining book 
value at the time the asset is found to be 
obsolete has nothing to do with the wis- 
dom of replacement. Presumably, if a cor- 
rect estimate of useful life had been made, 
and no book value remained, no one would 
be much concerned about the wisdom of 
replacement. 

Businessmen may hesitate before scrap- 
ping an assef because it has become obso- 
lete in the sense in which the word is de- 
fined above. Conditions may change, and, 
unless the margin of benefit is consider- 
able, it will be advisable to wait until the 
benefit appears to be permanent. In com- 
petitive industries, a failure to scrap old 
equipment may lead to heavy loss because 
a lower selling price will soon be fixed, 
based on the costs of production by the 
new method. Under monopoly the question 
is complicated by the legal life of patents; 
anew method may be held back as long as 
the old equipment can earn a profit, so 
that the whole life of the patent on the 
new method may be put forward. A further 
point (made by Pigou) may be mentioned: 
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the decision may be one which cannot be 
made by an individual company, and one 
company may suffer loss and another earn 
profits, with a net social gain. This is illus- 
trated by government permission being 
granted for the development of a new 
public utility to take the place of one exist- 
ing—e.g., the substitution of electric light 
for gas. 

The problem itself may be put most 
simply, perhaps, as follows. Suppose that 
a manufacturing company has on hand one 
piece of equipment which is not at present 
in use. An order is received for which this 
equipment can be used, and the execution 
of the order will involve the company in 
certain additional costs. (These are, in 
fact, the prime costs of the product.) The 
company finds that, by using another 
method of production, the additional costs 
will be less (these additional costs are the 
total costs of the product, using new equip- 
ment). The company’s receipts from the 
order are going to be the same whatever 
method it uses; it follows that the com- 
pany will benefit most by using the method 
involving the least additional costs, that 
is, by purchasing new equipment. 

If Professor Hatfield had not asked that 
the accounting side of the question should 
be ignored, I should be tempted to suggest 
that, if errors have been made in estimat- 
ing the useful life of an asset, the net 
remaining book value when it is scrapped 
should be charged against surplus. The 
size of the remaining book value should 
affect neither the business policy nor the 
accounting treatment. 
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THE BANK RECONCILEMENT 


Tuomas W. ByrRNES 


HE agreement of the cash balances in 

banks as they appear in the books of 

record with the amounts shown to 
be on deposit by the statements of those 
banks at certain dates involves different 
procedures under dissimilar circumstances. 
For example, an individual in reconciling 
his personal bank account usually arranges 
in numerical order the paid checks re- 
turned by the bank, scans them to jot 
down the numbers of the unpresented 
checks, supplies the amounts of these by 
reference to his checkbook, totals the 
list, and deducts the sum from the balance 
indicated on the bank’s statement. He 
then compares the result with his check- 
book balance. The bookkeeper-cashier of 
a business concern follows the same proce- 
dure, making necessary adjustments for 
items in transit or in process of collection 
omitted in error from either the bank’s 
statement or his employer’s records. 

The auditor however, is interested in 
more than this mere arithmetical agree- 
ment of the two balances. An important 
initial procedure is the comparison of each 
paid check returned by the bank with the 
individual debit charged on the bank state- 
ment. This step may be omitted, or re- 
served for the final procedure in the event 
of a remaining unlocated difference, if the 
client’s bank statements and paid checks, 
with other debit and credit memoranda, 
are sent by the bank to the auditor’s office. 
If, however, prior to the appearance of the 
external auditor, the bank accounts have 
been reconciled by the client’s staff, a pru- 
dent auditor will compare each returned 
paid check or other debit item with its 
statement charge, being very careful not 
to group items to make a total unless he 
has the bank’s daily adding machine lists 
to check against the individual items; if 


the client’s staff in arranging the checks 
numerically has destroyed the tapes fur- 
nished by the banks, it will be possible to 
obtain duplicates from the depositories, If 
this comparison procedure is omitted it is 
possible that a fraud may escape detec- 
tion. 

A case in point will illustrate: A book- 
keeper-cashier drew a check to the order of 
a creditor for $2,100; the creditor was en- 
titled to receive this amount, which the 
cashier wrote in the body of the check in 
such a manner that ‘Twenty-one hun- 
dred” could easily be changed to ““Twenty- 
nine hundred.” The bookkeeper-cashier 
then drew another check ostensibly for 
pay-roll purposes for $800; the latter check 
was taken from a reserve checkbook. The 
two checks were presented to different offi- 
cers for signature. The cashier used for his 
own purposes the proceeds of the $800 
check; when it was returned by the bank 
he destroyed it and changed the body of 
the other check to read “Twenty-nine hun- 
dred,” placing a loop on the “1” in the 
figures. He entered the larger check in his 
checkbook and cashbook as $2,900, but 
posted it to the creditor’s account as 
$2,100. He had noted that the auditor veri- 
fied the footing of only the net cash column 
of the cashbook, relying on crossfooting 
the totals of the other columns to prove 
the column he had verified. The book- 
keeper-cashier short-footed the accounts 
payable column in the cashbook by eight 
hundred dollars and overfooted the general 
ledger column by a similar amount, thus 
keeping the debit to the controlling ac- 
count for accounts payable in agreement 
with the debit to the individual account in 
the subsidiary ledger. 

An added safeguard against such ma- 
nipulation would be the photostating by 
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The Bank Reconcilement 


the banks of customers’ statements to 
make difficult the possible alteration of the 
individual amounts listed on the state- 
ments. 

Having satisfied himself with the evi- 
dence of the bank’s charges, the auditor 
continues his examination by observing 
that the date, name of payee, and amount 
of each check correspond with the client’s 
book records; also, he scrutinizes signa- 
tures and endorsements to discover irregu- 
larities. Failure to observe discrepancies in 
dates may cause embarrassment to audi- 
tors who do not detect shortages in local 
bank accounts apparently covered by 
transfers from out-of-town bank accounts 
on the last day of a month, or other recon- 
cilement date. Such apparent coverages 
may be effected by skipping several pages 
in the out-of-town checkbooks, and draw- 
ing, dating, and depositing locally on the 
last day of the current month, or other re- 
concilement date, the checks used, but 
dating their stubs fifteen or more days 
after the reconcilement date. Thus the 
transferred amounts will not appear as 
deductions in the same period as the credit 
by the local bank. Independent confirma- 
tion of the bank statement balances will 
not disclose what has happened, because 
the out-of-town items will be in transit for 
several days following the date used in re- 
conciling the balances. 

Deposits also require the careful atten- 
tion of the auditor, not only in checking 
the daily totals lodged in the banks, but 
also in the comparison of the details of 
some of the daily deposits as indicated in 
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the cashbook with the details as shown on 
the deposit slips in the possession of the 
banks. In case the banks demur at furnish- 
ing duplicate deposit slips, it is suggested 
that the auditor prepare his own deposit 
tickets for the days he elects to test, and 
send his representative to the bank to 
make the comparison with the originals. 
If the client retains carbon copies of the 
deposit tickets, these may be used to avoid 
recopying but when so used by the auditor 
they should be retained by him for later 
comparison with the bank’s originals, and 
a careful record of the days compared 
should be included in the auditor’s com- 
pleted working papers. 

If all deposits credited on the bank 
statements are traced to, and accounted 
for on, the client’s records, shortages such 
as those described in the third paragraph 
of this article may be discovered, but there 
are cases on record in which the accounts 
were so cleverly manipulated as to deceive 
the external auditors. If only an annual 
audit is made, such tampering may be 
disclosed, if, in addition to the auditing 
procedures mentioned and the confirma- 
tion of the bank balances as of the audit 
date, the auditor, after allowing ample 
time for the clearance of outstanding 
checks and transfers of funds, obtains 
direct from all of the client’s depositories 
the paid checks and statements of the 
bank accounts as of such later date, and 
again reconciles the balances as shown by 
the bank statements with the balances 
shown by the books of the client. 


i ‘ 
q 
ba 
‘ 


BUSINESS AND WITHHOLDING TAXES 


L. J. BENNINGER 


HE current Tax Payments Act of 

1943 brought to the attention of the 

public a significant development in 
taxation—that of imposing upon the em- 
ployer further duties and responsibilities 
hitherto considered as primary functions 
of the Internal Revenue Department of 
the national government and of the de- 
partments of taxation of the several states. 
The purpose of this article is (1) to point 
out this trend in delegating to business a 
greater and greater share of the burden of 
tax collection through the medium of with- 
holding taxes on wages; (2) to describe the 
effects of such a policy on business; and 
(3) to evaluate this development in the 
light of possible alternatives. 

Although in the past government has 
called upon business for assistance in col- 
lecting revenue, such activity has been of 
relatively minor importance in affecting 
the accounting routines and the operating 
expense of each particular business in- 
volved. Excise taxes, in general, have been 
easy to collect and account for in that they 
have been based specifically on the indi- 
vidual unit, or number of units, sold or 
produced, or on an ad valorem basis meas- 
ured by a percentage of the selling price. 
However, with the passage of income tax 
laws in which pay-roll deductions are used 
as the primary method of individual in- 
come tax collection, business in general has 
faced increased expenses caused by the 
expansion of the activities of the pay-roll 
department and the new and diverse prob- 
lems involved in interpreting the law and 
in record-keeping. 


WITHHOLDINGS FROM WAGES 


In 1935 the United States Government 
entrusted to employers of one or more in- 
dividuals the task of collecting funds to 


provide aid for the aged and assistance for 
widows, children, and parents of individu- 
als insured under Title II of the Social 
Security Act. Almost concomitantly, the 
various states passed unemployment com- 
pensation laws, some of which provided 
that employers collect an income tax on 
wages earned by employees. 

This social security ligislation imposed 
new and difficult problems upon pay-roll 
and accounting departments the nation 
over, the physical collection of taxes levied 
soon becoming of relatively minor impor- 
tance in comparison with complications 
arising in the interpretation of the laws 
and the necessity of keeping adequate rec- 
ords to comply therewith. 

The interpretation of terms, such 
as “wages,” “employment,” “employee,” 
and “employer,” gave rise to a host of 
headaches in many a business concern. The 
term “wages,” for example, included the 
cash value of all remuneration paid in any 
medium other than cash. Luncheons pro- 
vided for the sole benefit of the worker 
were considered earnings under the defini- 
tion of the term wages. However, in case 
meals were furnished the employee for the 
exclusive benefit of the employer, they 
were not to be considered wages. This is an 
illustration of only one of the legal techni- 
calities encountered in the application of 
the law. 

Record-keeping detail expanded with 
the advent of the Social Security Act. 
Wages exempted from the Act were to be 
recorded separately from those covered by 
the Act. Totals of taxable wages and totals 
of taxes withheld from wages were to be 
computed for individuals and for the firm 
as a unit. Receipts were to be furnished 
employees periodically and reports made 
to the government quarterly, annually, 
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and at separation dates. State unemploy- 
ment laws which required the reporting 
of specified data at frequent intervals 
added to the record-keeping burden. 

Thus arose the universal need for more 
complicated and detailed pay-roll records 
and equipment. Columns for tax-exempt 
wages, taxable wages, and deductions for 
old age benefits and state unemployment 
compensation became imperative on the 
pay-roll record. Similar information was 
required for individual employees, giving 
rise to the need for a record of individual 
earnings or compensation. New accounts 
became necessary, for withholdings due the 
national government and the individual 
states, in firm ledgers. 

In 1941 pressure for the sale of defense 
bonds prompted the setting up of pay-roll 
deduction plans. Employees pledged fixed 
amounts or amounts varying with the 
total pay check. In the larger concerns, it 
became necessary to have one or more in- 
dividuals take charge of records consisting 
of a war bond ledger, containing an ac- 
count with each individual purchasing 
bonds, and numerous forms used in con- 
nection with the withholding of funds to 
buy bonds. One or more accounts were 
added in the general ledger to record this 
new activity of the business. 


THE VICTORY TAX 


Under the Victory Tax portion of the 
Revenue Act of 1942, employers were 
asked to calculate a five per cent victory 
tax on wages paid minus a fixed allowable 
exemption. Some 43,000,000 employees 
came under the law. Tax calculations were 
so extensive that some relief was provided 
by permitting the use of bracketed tables 
which indicated tax deductions for wages 
falling between stated even amounts. Ad- 
ditional columns were added to the pay-roll 
record and to the earnings record to record 
victory tax deductions. Additional reports 
to the government became necessary, and 
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new accounts were added to the ledger. 
Legal technicalities similar to those in- 
volved in social security legislation were 
encountered. 


BUSINESS ASSUMES MAJOR BURDEN 


With the passage of the Current Tax 
Payments Act of 1943, business had to 
undertake the chore of collecting taxes on 
income earned through wages. In urgent 
need of funds to carry on its war efforts, 
government called upon business to ac- 
complish “painless” income tax collection. 
Sums to be collected from employees 
would now vary not only as to a percent- 
age of wages earned, but also as to the 
classification of the wage earner in some 
ten or more groups, such as “single per- 
son,” “married person,” or “head of a 
family.’’ The employer was required to de- 
termine the status of each individual in 
his employ as to withholding classification 
and then to choose between a “‘20 or 3%” 
formula or tables in making deductions 
from wages. Both formulas became compli- 
cated to apply in the case of employees 
who earned prizes and bonuses or worked 
irregular pay periods. 

Employers were able to use a victory tax 
column for the new income tax in both the 
pay-roll record and the earnings record. 
New accounts recording the withholding 
and disposition of funds collected were 
necessitated in the general ledger. Re- 
ceipts were to be furnished employees for 
withholdings. New reporting forms W-1, 
2, 3, and 4 came into being. 


SUMMARY OF EFFECTS 


Thus business has taken an active part 
in the functioning of our government. In 
most cases, it has assumed gracefully the 
problems created by the various tax laws 
mentioned in this article. Furthermore, it 
has borne the burden of increased costs of 
operation in maintaining a staff of individ- 
uals needed to record information required 
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by the government and to interpret gov- 
ernmental laws and regulations. 

In the past, business felt the influence of 
government in the form of heavy taxation 
and endless report-making imposed upon 
corporations, and in the effects on the sale 
of products of commodity taxes. Today, 
regardless of organization or products 
sold, business throughout the nation is 
bearing the problems and expense of a 
legitimate governmental function. The ef- 
forts entailed in carrying on this function 
detract from the want-satisfying, profit- 
making activities of business. Much of the 
creative activity of the business unit be- 
comes involved in untangling bureaucratic 
red tape and in making routine, detailed 
reports. Depending upon the elasticity of 
demand for the particular product con- 
cerned, expenses incurred in connection 
with withholding tend either to decrease 
the net profit of business through increased 
costs of operation, or to increase prices to 
the ultimate consumer, or to do both. Thus 
the consumer and the business share the 
administrative expense of an income-tax 
withholding plan. 


RECOMMENDATIONS 


To offset these added responsibilities 
and expenses, business must seek to devise 
ways and means of keeping the cost and the 
number of governmental reports at a min- 
imum. Members of pay-roll departments 
must be trained to take full advantage of 
the latest developments in pay-roll rec- 
ords, equipment, and cost-reducing infor- 
mation. On the other hand, it is imperative 
that the government simplify and stabilize 
as much as possible the procedures and 
reports required in collecting taxes at the 
source. Much of the difficulty in reporting 
to the government results from the absence 
of clear-cut and authoritative interpreta- 
tions and regulations from the govern- 
mental administrative bureau in charge. 
As a final recommendation, government 


should attempt to reimburse business, jn 
part, for expenses incurred, say through 
allowable income tax deductions based on 
the number of employees on the pay-roll, 
Such a plan, although not entirely equit- 
able in all respects, would have as its chief 
advantage simplicity of application. 
Despite the foregoing objections to the 
collection of income taxes at the source, 
there are many valid arguments in favor 
of such a program. In the past, when rela- 
tively few individuals were affected by in- 
come tax legislation, the assumption was 
that such individuals were sufficiently 
competent to calculate and had sufficient 
income to pay taxes levied either quarterly 
or annually. But as the tax base broad- 
ened, particularly in the case of social 
security legislation and war income tax 
legislation, more individuals were brought 
under income tax laws; and as normal and 
surtax rates increased, falling with increas- 
ing severity on individuals with relatively 
small incomes, it was recognized that com- 
pulsory withholding was needed to spread 
the budget of annual income tax for in- 
dividuals who might default through in- 
ability to save on their own responsibility. 
The government was spending billions 
of dollars monthly and required funds cur- 
rently to carry on its war effort. The funds 
could be secured by demanding that all in- 
dividuals, as wages were earned, make 
payments direct to the Bureau of Internal 
Revenue. This course obviously had several 
outstanding disadvantages: (1) The burden 
of making frequent tax reports by millions 
of individuals hitherto unaccustomed to 
income tax filing procedure would make for 
error and confusion. (2) It would give rise 
to public irritation and resentment, first 
because of the physical preparation of the 
income tax form that would be required, 
and secondly from the psychological point 
of view in parting with income at frequent 
intervals after the income had been re- 
ceived as a gross amount. The present plan 
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takes some of the sting away in that the 
individual receives his pay check with the 
tax already deducted. (3) The work of the 
Treasury Department would increase ten- 
fold if it handled returns from some 
43,000,000 individuals weekly, semi- 
monthly, etc., instead of receiving quar- 
terly summaries of amounts deposited in 
banks for the credit of the Treasury by a 
comparatively smaller number of em- 
ployers. 

Finally, the withholding of income taxes 
at the source has assisted the government 
in its anti-inflationary efforts. Increased 
income going to millions of war workers is 
channelled out, in part, as the income is 
earned, thus lessening the chance that the 
individual may spend beyond his means 
and forcing him to meet his tax obligations 
currently. 

It can hardly be denied that current 
withholding laws, Social Security, Victory. 
Tax, and Current Tax Payments Act, are 
accomplishing to a marked degree the ob- 
jectives mentioned. In assisting millions 
of taxpayers to spread their tax sacrifice 
and in meeting part of the revenue require- 
ments of the government currently, social 
and fiscal aims are achieved which more 
than balance any injury done to the busi- 
ness community. 


EXTEND WITHHOLDING LEGISLATION 


Probably rather than have the govern- 
ment retrogress from its present method of 
collecting taxes based on wages, it would 
benefit all concerned were the government 
to continue with its policy, but work 
for the simplification of forms for employ- 
ers and reduce to a minimum required 
income tax reporting by the great mass of 
individuals who derive a comparatively 
small portion of their total income from 
sources other than wages. 

Individuals who obtain less than certain 
stated amounts from sources other than 
wages should be exempted entirely from 
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income-tax reporting. The government 
would incur no significant loss in such a 
procedure, and the great mass of individ- 

uals would then be placed on a fully “pay 

as you go” basis. Tax deductions for dona- 

tions to charity, business expenses, Federal 

and state taxes paid, etc., would no longer 

be granted. An exception to the rule of al- 

lowing no deduction other than family ex- 

penses might be to allow the taxpayer to 

receive tax offsets through reimbursement 

from the government because of extraordi- 

nary medical and dental expenses. Our 

whole system of granting deductions has 

resulted in a maze of law, regulation, and 

interpretation which has put a premium 
on the skill of those whose training has 
equipped them to make use of every loop- 

hole provided by law to the detriment of 
those unversed in legal and financial tech- 
nicalities. Adjustments because of deficient 
or excess withholdings made during the 
year by the employer for purposes of ex- 
pediency could be adjusted directly by the 
employer through relatively simple calcu- 
lations. 

As a final recommendation looking to- 
ward extending the scope of withholding 
legislation and placing all income taxes on 
a “pay as you go” basis, taxes on income 
other than wages could be withheld at the 
source as a direct percentage on income 
earned. Then to adjust this tax in accord- 
ance with the ability to pay, adjustments 
could be made quarterly for, say those in- 
dividuals whose income from other sources 
exceeded a certain amount; annually for 
others. 

The United States Government through 
the passage of the Social Security law, the 
Victory Tax, and the Current Tax Pay- 
ments Act of 1943 has embraced the prin- 
ciple of withholding income taxes at the 
source. Although this method of tax col- 
lection has had some deleterious effects on 

the business community, advantages have 
outweighed disadvantages, particularly in 
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assisting individuals to meet their tax ob- 
ligations currently and in giving the gov- 
ernment revenue to meet expenses as 
incurred. It appears feasible for the gov- 
ernment to extend the application of the 
withholding principle to income earned by 
individuals from sources other than wages, 
thus bringing all income earned by indi- 
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viduals on a “pay as you go” tax basis, 
Finally, filling out forms by the withhold. 
ing agent and by the taxpayer should be 
simplified through the elimination of many 
of the legal technicalities present in the in- 
come tax statute and in the regulations 
and interpretations of the Department of 
Internal Revenue. 


DETERMINATION OF MERCHANDISE 
TURNOVER 


A. B. Carson 


ANY accountants realize that their 
M function is not necessarily limited 

to the collection and classification 
of accounting data and the preparation of 
financial statements. They recognize that 
such data and statements are of limited 
usefulness unless they are properly inter- 
preted. To assist and facilitate interpreta- 
tion, particularly of the balance sheet 
and income statement, various ratio and 
percentage analyses frequently are made 
a part of, or appended to, these reports. 
One of the most significant of these ratios 
to merchandising businesses is the one 
that shows the average number of times 
the inventory was replaced during a given 
period. It is usually called merchandise 
turnover or stock-turn. 

The customary method of computing 
inventory turnover is to divide the total 
cost of goods sold by the average value of 
goods on hand during the period.! If, dur- 
ing a year, a company always had on hand 
a stock of merchandise costing $10,000, 
and the cost of their sales for the year was 
$120,000, it is clear that the average turn- 
over of the stock or inventory was 12. In 
other words, it may be said that, on the 


1 Substantially the same result can be obtained by 
dividing sales by the average inventory at selling price. 


average, goods remained in stock one 
month.? 

This method of computing turnover is 
excellent if it is possible to get an average 
of the goods on hand that is representative. 
Ideally, an average of daily or end-of-week 
inventories would be perfect. In most 
cases it is probable that a mean of month- 
end inventories would be a suitable di- 
visor in the formula. However, in many 
cases, the only inventories that can be 
averaged are those for the beginning and 
end of the period. When it is remembered 
that the accounting period may be chosen 
to terminate at the time when the inven- 
tory is the smallest (so as to facilitate its 
actual determination), it is clear that an 
average of these beginning and ending 
“low points” is not typical of the amount 
of stock that was on hand during most of 
the period. Whether a fiscal year coincides 
with such “low points” or not, the fact 
remains that because of the seasonality 
of many businesses, an average of inven- 
tories taken at the same point in the sea- 
sonal cycle of two years is not apt to be 
fully representative of the size of the stock 
on hand during the entire period. 

* This might not be entirely true if sizable price 


changes occurred in the period under review. This 
factor is discussed at a later point. 
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If it is not possible to determine inven- 
tories at the end of each month which can 
be averaged to obtain an accurate divisor 
in the fraction, the whole problem of turn- 
over calculation can be approached from 
another quarter. For want of a better 
name, it may be called the “average date”’ 
method.* It is based upon a recognition of 
the fact that turnover can be converted 
into a “days-on-hand” or “‘in-stock”’ fig- 
ure by dividing the number of days in the 
period by the turnover figure. As men- 
tioned above, to say that the turnover 
during the year was 12, and to say that the 
goods remained in stock an average of 30 
days is to say the same thing. The method 
being proposed determines first the num- 
ber of “‘days in stock,’”’ which may be con- 
verted into a turnover figure if desired. 

“Days in stock” represents the differ- 
ence between the average date of: (1) the 
sales for the period, and (2) the purchases 
of goods sold. By average date is meant 
the point of time in the period at which the 
sum of the individual sales (or purchases 
of good sold) made prior to that time, 
weighted by the length of time since that 
date, is exactly equal to the sum of the 
sales (or purchases of goods sold) made 
after that date and similarly weighted. 
In short, sales and purchases of goods sold 
are averaged as to the time they occurred. 

Average Date of Sales. On the assump- 
tion that it is possible to secure a record of 
sales by months, the method of determin- 
ing their average date is as follows: 

(1) Assume that all sales were made on 
the fifteenth day of the month in which 
they occurred. This, of course, is not true, 
but any errors resulting from such an as- 
sumption tend to be offsetting. 


§ This designation is used inasmuch as the method 
described is very similar, in large part, to the procedure 
employed in finding the “‘average date” of an account. 

* The reader who is familiar with statistical proce- 
dure will recognize that the description given is simply 
that of the determination of the average of a frequency 
distribution. What is termed “focal date” is merely an 
assumed mean. 
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(2) Take any point of time as a “focal” 
date. The calculations will be simplified 
if the fifteenth of a month in the middle of 
the period is chosen. 

(3) List the sales by months. Opposite 
each amount note the length of time (pref- 
erably in months) between the fifteenth 
of that month and the focal date. Those 
months prior to the focal date will be con- 
sidered negative, and those after, positive. 

(4) Multiply each such monthly devia- 
tion by the sales for that month, and add 
the products. 

(5) Divide the sum of these products by 
the total sales for the year. The quotient 
will be the net deviation (plus or minus) 
from the focal date. 

(6) Modify the focal date by this cor- 
rection. The result will be the average date 
of the sales. 

To illustrate, assume the following to 
be the trading section of the Profit and 
Loss Statement of the XYZ Company for 
the year ending December 31, 1943: 


Cost of Goods Sold: 
Merchandise Inventory, Janu- 
$282 ,000 
Less: Merchandise Inventory, 
December 31, 1943....... 18,000 264,000 


Investigation of the records discloses 
that the Sales and Purchases each month 
were as follows: 


Month Sales Purchases 

25 ,000 15,000 
30,000 20,000 
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The average date of the sales would be 
determined as follows: 
Let June fifteenth be taken as the focal 


(1) (2) Product 
Sales Months from Col. (1)X 
Focal Date Col. (2) 
—$ 62,500 
— 100,000 
— 112,500 


20,000 
0 
20,000 
50,000 
90,000 
120, 
200 
300 


November 
December 


++4++4++ 


= +1.318. 

Thus, the average date of the sales is 
1.318 months after June 15, which is July 
25. 

Average Date of Purchases of Goods Sold. 
If there were no inventories at the begin- 
ning and end of the period, the purchases 
would be the cost of goods sold, and the 
procedure just described could be followed 
to find the average date of these transac- 
tions. However, in most cases there are 
inventories. Thus, it is necessary to deter- 
mine in what months the good sold were 
purchased. Using the first-in, first-out 
assumption (to be discussed later), the 
goods on hand at the first of the period pre- 
sumably represent the most recent pur- 
chases in the last period. Likewise, the 
goods on hand at the end of the period are 
assumed to be those last purchased. Ac- 
cordingly, the schedule of the purchases 
can be modified to represent a monthly 
schedule of purchases of goods sold by 
showing the opening inventory as pur- 
chases in the last month or months in the 
previous period, and subtracting the end- 
ing inventory from the most recent pur- 
chases of the period under consideration. 

With reference to the figures being used 


The Accounting Review 


as an illustration: Assume that the records 
showed that the purchases for November 
1942, were $16,000, and for December, 
1942, $20,000. Then, the inventory at the 
end of the year 1942, which amounted to 
$22,000, is presumed to represent all De- 
cember purchases, and $2,000 of those made 
in November. Similarly, the December 31, 
1943, inventory of $18,000 is presumed to 
consist entirely of goods purchased in that 
month. Using these assumptions, the pro- 
cedure previously described may be used 
to determine the average date of the pur- 
chases of goods sold. The calculations are 
as follows: 

Let June fifteenth again be taken as the 
focal date. 

(1) (2) 
Months 
from 


Focal 
Date 


—6 


tt+ 


Thus, the average date of the cost of 
goods sold is .417 months before June 15, 
which is June 3. 

Since the average date of the sales was 
1.318 months after the focal date of June 
15, i.e., July 25, and the average date of 


5 Purchases presumed to represent the inventory of 
January 1, 1943. 

* Total purchases for the month were $21,000 (see 
page 307). The inventory December 31, 1943, was 
$18,000. Thus, only $3,000 of these goods had been sold 
in the month. 
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purchases of goods sold .417 months prior 
to June 15, ie. June 3, the average length 
of time the goods remained on hand was 
the 1.735 months, or 52.05 days between 
June 3 and July 25. Expressed as a turn- 
over figure this becomes 7.01 (365 + 52.05). 
If the turnover is computed according to 
the usual method, that is, by dividing the 
cost of goods sold by the average of the 
beginning and ending inventories, the re- 
sult is 13.2 ($264,000 + $20,000). A study 
of the monthly sales and purchases sched- 
ules will indicate which of these figures 
more accurately expresses the facts.’ 

The propriety of using the first-in, first- 
out assumption in determining which pur- 
chase-month should be considered as 
entering into the cost of goods sold may be 
questioned in view of the varied opinions 
that exist as to its suitability for inventory- 
pricing purposes. The issue in this case is 
not the same, however. If it is agreed that 
turnover is supposed to represent the num- 
ber of times the entire stock is turned over 
or replaced in a period, the use of the first- 
in, first-out assumption is mandatory. If 
the last-in, first-out assumption were 
made, the resulting calculation would give 
a figure that would represent only the 
turnover of that part of the inventory in 
excess of a certain amount of “‘base’’ stock. 

It is recognized that the turnover figure 
obtained by the use of the suggested pro- 
cedure is subject to the same weakness as 
_ ™In constructing the example given, the hypothet- 
ical sales and purchases were computed first as physical 
units. This procedure made it possible to determine the 
physical inventories at the end of each month. The total 


units sold divided by the average end-of-month phys- 
icalinventory gave a quotent of 6.98. 
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that secured by the conventional method, 
in that it will be distorted somewhat if the 
period under review has been one that in- 
cluded sizable price changes. If a dollar of 
sales or purchases does not represent the 
same amount of physical units at the first 
of the period as it does at the end of the 
period, the turnover figure that is obtained 
by giving the same weight to each of these 
dollars will not accurately measure the 
physical flow of goods. The one exception 
to this would be the rather unusual situa- 
tion in which the cost and selling prices 
moved exactly proportionately, and the 
turnover was very high. Under these con- 
ditions, the difference between the average 
date of sales and that of purchases of goods 
sold would be distorted very little by the 
fact that prices had been changing. Colonel 
Montgomery would get around the diffi- 
culty in all cases by so defining turnover 
as to minimize the aspect of physical flow. 
He says that it should be taken to repre- 
sent “. . . the number of times . . . capital 
in the form of stock in trade is reinvested 
in stock in trade during a given period.’”* 

Finally, it may be noted that the pro- 
cedure suggested can be used in determin- 
ing the turnover of various non-inventory 
items. As merchandise turnover is prob- 
ably the most common ratio, it was chosen 
as the basis of the foregoing exposition. 
While the proposed method of calculation 
is considerably more involved than the 
traditional formula, it seems to give more 
accurate results. 

® Robert H. Montgomery, Auditing, Theory and 


Practice (6th ed.; New York: Ronald Press, 1940), pp. 
569-70. 
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SIMPLIFYING THE PRESENTATION OF 
COMPOUND INTEREST FORMULAS 


LAWRENCE W. SHERRITT 


the scope of intermediate accounting 

is regarded with a greater degree of 
academic aversion than is Compound Inter- 
est. Unfortunately, this antipathy is prev- 
alent not only among accounting students 
but among many accounting instructors 
as well. Even elementary accounting stu- 
dents are sometimes disturbed by rumors 
to the effect that certain problems in inter- 
mediate accounting require a knowledge 
of advanced mathematics. Many inter- 
mediate accounting instructors have ob- 
served a definite feeling of student an- 
tagonism when the subject of Compound 
Interest is assigned. Subsequently this 


Pires no other single topic within 


antagonism is replaced by a feeling of futil- 
ity and resignation, and only a small 
minority accept the topic in proper stride.’ 


1In March, 1939, the writer formulated certain 
questions which were orally addressed to 50 intermedi- 
ate accounting students. These questions with the re- 
sultant answers have prompted the above observations. 
A summary of the interrogations is given below: 


BEFORE ASSIGNMENT IN TEXT: 
Do you expect any unusual difficulty 


with the subject of Compound In- 


Have you ever used any compound in- 
terest formulas in any work, either in 
or out of the classroom? 

Have any advanced accounting stu- 
dents suggested or otherwise led you 
to believe that this topic is difficult? 


AFTER TEXT ASSIGNMENT BUT BEFORE 
CLASSROOM DISCUSSION: 

Do you expect to have a fair grasp of 
the uses of compound interest for- 
mulas after 4 hours of classroom 
demonstration? 

Do you believe yourself capable of be- 
ing able to choose and apply the 
correct compound interest formulas 
in 9 out of 10 cases if given at least 15 
hours of time for intensive study?. . 

Do you consider the topic as being ex- 
cessively mathematical for the ac- 
counting student? 


Although many accounting instructors 
have resigned themselves to the “term-in, 
term-out” classroom struggle with this 
subject, there must be many, many others 
who have developed various methods for 
sugar-coating this ‘academic pill” to the 
point that the subject is accepted with 
only average reluctance and difficulty, 
This author presents the following plan as 
his recommended method for the teaching 
of this subject. The salient features of the 
plan are: 

(1) Limit the number of required for- 
mulas to three. 

(2) Restrict the number of symbols in 
all formulas to three or four. 

(3) Do not require an analysis or devel- 
opment of any formula. 

(4) Concentrate upon demonstrated an- 
alyses of an unlimited number of repre- 
sentative problems in terms of the three 
selected basic formulas. 

The application of this plan means the 
trimming off of theoretical frills in favor 
of a simplified mechanical technique that 
definitely produces results. 

Before the text chapter on ““Compound 
Interest’” is assigned, the student should 


Do you feel that the subject is practical 
for the public accountant and the 
average business man? 

Would you study this subject if it were 
made an elective? 

If the formulas and symbols were re- 
duced in number without a reduction 
of problem situations would you feel 
that your academic burden was 
lightened? 


The above questions admittedly present a measure 
of bias but this author isconvinced that his observations 
are substantially correct. 

2 Some authors have mystified this topic by entitlin 
it ‘Actuarial Science.” This phrase is intimidating an 
alarming and to a large extent tends to create a mental 
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be reassured by being told that he will be 
expected to remember only three basic 
formulas. While this conception of basic 
formulas is academic and artificial, it is 
workable and practicable and will remain 
mentally accessible to the student for a 
period greatly in excess of the compre- 
hensive analytical conception. 

If the subject of compound interest is to 
be treated as a required topic within inter- 
mediate accounting, then many arguments 
point toward the desirability of simplify- 
ing the presentation as much as possible. 
A defeatist attitude on the part of the 
student creates unnatural barriers in the 
assimilation of any useful knowledge. On 
the other hand, a conviction that a par- 
ticular subject presents only limited ob- 
stacles will generally create confidence in 
an ability to overcome these obstacles. If 
the accounting student can be told that he 
has to remember only three simple basic 
formulas in connection with compound 
interest, he is likely to feel that regardless 
of the apparent complexity involved he 
can certainly master so few ratio proposi- 
tions. This perspective, once established, 
goes a long way toward breaking down 
mental antagonisms which make this sim- 
ple problem appear algebraically technical. 
Eventually, there is a greater receptivity to 
the suggestion that the formulas are practi- 
caland have frequent application to many 
everyday business transactions, the ap- 
preciation of which is essential to the 
training of every well-informed account- 
ant. 

Contrary to the notion of many laymen 
the average accounting student possesses 
no special aptitudes for higher mathema- 


condition that should be strenously avoided. The topic 
is essentially simple and this fact should be suggested 
by the title “Compound Interest,” or other phrase or 
phrases of everyday acceptance. The “actuary,” as de- 
fined by Funk and Wagnalls, is “the official statistician 
of an insurance company, who calculates and states 
risks, premiums, etc.’’ It is doubtful whether any inter- 
mediate accounting student is taught principles falling 
within this category. 
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tics. The fact is that during the first year 
of accounting instruction the average 
student comes to the conclusion that his 
tentative major is devoid of involved math- 
ematical formulas of any kind.’ Simple 
arithmetic appears to be all that is nec- 
essary, and perhaps subconsciously he is 
willing to go on to intermediate accounting 
because there is apparently little or no 
need for an extensive use or knowledge 
of advanced mathematics. 

Compound interest formulas can be ac- 
cepted by the accounting student as a part 
of his “tools of trade.”” They may be com- 
pared with the typewriter or the adding 
machine and presented objectively. The 
efficient use of the adding machine is not 
dependent upon an ability to take the 
machine apart and then reassemble it. 
Thus, in a similar manner the accounting 
student may be permitted to use the three 
basic formulas‘ as his required tools in all 
his compound interest work. By relieving 
the student of the questionable academic 
obligation of developing his own formulas, 
a considerable increase in emphasis is 
made possible in the direct application of 
the given formulas. In accepting these 
formulas as a fact, there is no lack of ap- 
preciation of their practical application to 
the specific problems at hand. 

The three basic formulas are: 


(1) (1+7)™, 

or the present value of a future payment; 

(1+i)"—1 

or the annuity which will amount to a 

required future sum; and 

1—(1+%)™ 


(I) 


(IIT) 


3 This viewpoint may change if he specifically asks 
upper classmen about the subject. 

4 The formulas subsequently identified are treated 
as basic by this author for the purposes of this presen- 
tation only. 
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or the present value of a known annuity. 
By using a horizontal line to represent 
five consecutive periods of equal duration 
and & the known factor (or factors) and x 
the unknown, the three basic formulas 
may be graphically presented in the fol- 
lowing manner. 


FIGURE 1 


i 


wa 
p 


FIGURE 2 


1 
i 


With these three formulas firmly identified 
with their respective objectives, fully 95% 
of all compound interest problems may 
be solved satisfactorily. 

To illustrate the application of these 
formulas, four representative problems are 
briefly set forth as follows: 

(1) A wishes to determine the purchase 
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price of a $1,000 6% bond that matures in 
5 years if the net yield is to be 4% on an 
annual basis. 

(2) B wishes to purchase a life annuity 
with the sum of $25,000. The insurance 
company determines the annuity on the 
basis of B’s life expectancy of five years, 
The interest rate is 2%. 

(3) The X Corporation obligates itself 
to pay a royalty of $5,000 per annum for 
5 years beginning six years hence. The 
Corporation has the option of discounting 
the obligation on a 4% per annum basis, 
If the Corporation decided to commute 
the payment, what would be the amount 
of the consideration? 

(4) The Y Corporation has a $50,000 
outstanding bond issue that matures in 
five years. Instead of computing the sink- 
ing fund contribution on a compound in- 
terest basis, the directors arbitrarily es- 
timate the required annual amount at 
$9,500. If the fund can earn 4%, what must 
be the final contribution if the aggregate 
total is to be $50,000? 

Solution No. 1: While this problem may 
be easily solved by the use of but one for- 


mula. 
1—(1+i)— 


the approach is not in agreement with the 
basic formulas. The two-stage solution is 
therefore recommended. The two parts 
of the solution tie in directly with two of 
the three basic formulas, thus obviating 
any necessity for intermediate theoretical 
explanation. The two parts are: (1) the 
determination of the present value of the 
par value of the bond payable at maturity, 
and (2) the present value of the five coupon 
interest payments. The addition of these 
two values results in the determination of 
the purchase price of the bond. In terms of 
the basic formulas the solution would 
therefore be: 
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$1,000 X (1.04)-= $ 821.93 


1—(1.04)-* 


$60 x————_—-= 267.11 
04 


Purchase price of bond = $1,089.04 


Formulas I and III were thus emplayed 
by analyzing the problem in accordance 
with the precise objectives of these two 
formulas. The use of the alternative meth- 
od would have required an explanation as 
to why the present-value-of-the-annuity 
formula was applied to the differential of 
the coupon and effective returns. While 
the actual solution is perhaps simpler the 
theory underlying the technique, in the 
latter alternative, is not readily explain- 
able in terms of the basic formulas. This is 
important. 

Solution No. 2: When confined to the 
use of the three basic formulas, the stu- 
dent will immediately exclude the first one 
since it does not involve annuities. In 
choosing either the second or third formula 
the use of the graphic notation is recom- 
mended. Since the unknown factor is the 
rent, or the individual annuity, and the 
known factor the present value, the nota- 
tion would appear as: 


FIGURE 4 


This notation does not parallel Figure 2, 
since no present value is taken into con- 
sideration with Formula II. When com- 
pared with Figure 3 it is observed that 
the same factors are present, but the known 
and the unknown are reversed. Hence 
Formula III is employed but reversed in 
its application. The solution is therefore: 


= $530.40. 


$25,000 ( 


02 ) 
1—(1,02)-* 
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Pedagogically, it is important to point out 
that the formula used in this case is not a 
new one but an inverse or reciprocal adap- 
tation of the third basic formula. 

Solution No. 3: This problem is com- 
parable with Number 1, inasmuch as it 
involves two stages when interpreted in 
terms of the basic formulas. The first com- 
putation is obviously the determination of 
the present value of an annuity of $5,000 
for five years. Using the basic Formula III 
the result is: 


1—(1.04)-* 


5,000 X = $22,259.11. 


Since the present payment starts at the 
end of the sixth year the present value of 
$22,259.11 is as of the beginning of the 
sixth year, or the end of the fifth year. By 
applying basic Formula II to the $22,- 
259.11 the amount of the immediate pay- 
ment is determined as follows: 


$22,259.11 X (1.04)-* = $18,259.37. 


Solution No. 4: In order to determine 
the final contribution it would first be 
necessary to ascertain the accumulated 
amount of the fund on the basis of five 
payments of $9,500 each. In terms of the 
basic formulas the solution must lie in the 
proper use of either Formula II or HI, 
since Formula I is not concerned with an- 
nuities. The graphic notation for this 
problem would appear as: 


Ficure 5 


A comparison with Figure 2 discloses that 
the positions of the factors are identical 


Ko" 
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except that the known and the unknown 
are reversed. The correct use of this basic 
formula is, therefore, the reverse of 


(1+7)"—1 
or 
(1+i)"—1 i 

The solution then follows as: 


(1.04)§—1 
04 


$9,500 = $51,455.06. 


Since this amount exceeds the required 
fund by $1,455.06, the final contribution 
would be $9,500 minus $1,455.06, or $8,- 
044.94. 

The exclusive use of the basic formulas 
presupposes that the solutions of compound 
interest problems will be developed along 
the simple and yet mechanical lines of the 
formulas themselves. It is therefore sug- 
gested that no solution be recommended 
that does not tie in directly with one or 
more of these formulas. Under this plan of 
approach the presentation of alternate 
solutions involving other than the basic 
formulas will tend to be confusing and will 
eventually require an emphasis upon al- 
gebraic analytical technique. Thus, in the 
case of the determination of the purchase 
price of a bond the method by which the 
student might take the present value of 
the interest differential, and either add to 
or subtract from the par of the bond, would 
not be recommended or even discussed, 
since the technique for treating the inter- 
est differential is in itself a formula. This 
additional step is foreign to the three basic 
formulas; hence, if required it would mere- 
ly add to the bulk of technicalities without 
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in any way assisting the student in the 
specific results required. 

There are many accounting instructors 
who will insist that their students be able 
to use two or even three methods for the 
solving of each and every compound inter- 
est problem. While such standards of at- 
tainment will commend themselves for 
sheer versatility of accomplishment, the 
fact still remains that the majority of ac- 
counting students are not able to meet such 
requirements regardless of the pressure 
that may be put upon them. Further, it 
is extremely doubtful that for accounting 
functions, wherein compound interest com- 
putations are involved, the student or 
practitioner is any more valuable as an 
accountant for being able to solve a prob- 
lem by any one of several methods. 

On the other hand, by simplifying the 
technique of compound interest computa- 
tions, a far greater number of students are 
going to become more useful and therefore 
more practical in this form of accounting 
work. The maintaining of what appears to 
be high standards will have the reverse 
effect of restricting these developed abili- 
ties to a relatively few number of students. 
The writer is therefore convinced that the 
intermediate accounting student should 
be given the benefit of the most simplified 
technique for solving his compound inter- 
est problems. By so doing a greater amount 
of classroom time can be made available 
for the analysis of each problem for the 
basic factors involved. Since practically 
all problems may be analyzed in terms of 
the basic formulas, the scope of such an- 
alyses is restricted to three principal cate- 
gories. 
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THE ACCOUNTING EXCHANGE 


A. C. 


a long time has possessed a signifi- 

cance that extended beyond the 
boundaries of the business enterprise direct- 
ly concerned. The possibilities of a wide 
serviceability are not new; but general rec- 
ognition of the possibilities in accounting is 
recent. There are numerous reasons for that 
delay of recognition. Some of them are 
probably related to the pre-occupation of 
public practitioners with the techniques of 
conducting an audit, and to the tendency 
of teachers to point their instruction 
strongly toward the CPA examination. 
When thought turns to the public interest, 
the breadth of accounting comes most 
clearly into view. 

The stimulating observations quoted be- 
low come out of the experience of a 
thoughtful practitioner and should en- 
courage others to look inward and describe 
what they see of the social significance of 
accounting and of the public-interest as- 
pect of public accounting. 


SIGNIFICANCE, Accounting for 


“The most important fact about accounting is 
the extent of its uses in our business and social 
lives; accounting determinations are the basis for 
raising most of the revenue of our national and 
state governments; accounting determinations 
are the basis for the greatly increased regulation 
of business which has developed in recent years; 
accounting determinations are the basis for decla- 
ration of dividends, the valuations placed upon 
business, the making of policies, the accountabil- 
ity of the managements of our large corporations 
and so on. When one thinks about it, it is amazing 
to note the great number of points where ac- 
counting in some way affects our personal lives; 
not only is our compensation a matter of account- 
ing, but the prices we pay for goods and services 
are affected thereby. Accounting is an important 
factor in the production and distribution of 
wealth and income. 

“Since accounting does affect our lives in so 
many different ways, it follows that its principles 
which govern the determination of cost and in- 


come are of tremendous social significance. I have 
been in public accounting for twenty years, and 
probably the most interesting phase of my experi- 
ence has been the steady change and development 
in accounting principles contcolling such determi- 
nations. We see the changes both in utilities, 
which are subject to government regulation, and 
in industrial and commercial companies, which 
thus far are not subject to regulation, but of 
course are subject to taxation. 

“T believe that this concept of accounting as a 
factor in social control has received far too li'tle 
attention in our accounting schools and in the 
profession. Too few men come from colleve with 
any appreciation of the relation between the ac- 
counting principles and practices which they 
have studied and the social consequences that 
may result from their application. Regulatory 
bodies in recent years have taken it upon them- 
selves to determine accounting principles and 
practices in many cases in order to promulgate 
their regulatory objectives without making their 
social consequences clear. The question can be 
fairly raised as to whether the profession and the 
teachers have made the contribution that should 
be made in relating accounting policies in use to 
such consequences. Any consideration as to the 
soundness of a particular accounting policy is 
sterile which does not embrace the possible social 
consequences thereof. 

“TI think this broader aspect of accounting is 
bound to be recognized in due time, and it is this 
aspect which offers such a great opportunity to 
the young men who are in the profession and to 
those who may come during the next few years. It 
may well be that the leaders in accounting thought 
may be the business statesmen of the future.” 
F. Merrill Beatty in The Andersen Chronicle. 


Educational Theory. Every educational 
program gives expression in its. pattern, 
either by intention or otherwise, to some 
educational theory. Many programs, by 
differentiating educational levels, seem to 
reflect a theory that education for living 
and education for working are better pre- 
sented if undertaken separately. Prepara- 
tion for the practice of medicine, for ex- 
ample, often uses four years in general 
college, then four years in medical school; 
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preparation for law, four years in general 
college, then three years in law school; 
prepafation for business sometimes occu- 
pies four years in general college, followed 
by two years in business school. 

In cases like these there usually is lit- 
tle continuity of subject matter across 
school boundaries. There is perhaps a 
little in case a pre-medical, pre-legal, or 
pre-business program has been followed. 
But even there the prior preparation 
is not in medicine, but in science; not 
in law, but in government; not in business, 
but in liberal arts. And science in the first 
case, government in the second case, and 
the liberal arts in the third case are usually 
presented as part of an education for liv- 
ing. The theory of educational separate- 
ness, therefore, is effectively applied even 
here. 

Is there a justifiable basis for the theory? 
If the answer is in the affirmative for medi- 
cine and law, which are acknowledged 
professions, is it necessarily also in the 
affirmative for business, which is not con- 
sidered a profession? Is there any reason 
for thinking that mixing the study of gen- 
eral subjects (especially science) along 
with medicine for eight years would pro- 
duce inferior physicians, surgeons, and 
scientists; or for thinking that mixing the 
study of general subjects (especially gov- 
ernment) along with law for seven years 
would produce inferior lawyers, legislators, 
and judges? 

Donald M. Nelson has said in the Har- 
vard Alumni Bulletin, “We must discard 
the idea that past routines, past ways of 
doing things, are probably the best ways; 
on the contrary, we must instead assume 
that there is probably a better way to do 
almost everything. We must stop assuming 
that a thing which has never been done be- 
fore probably cannot be done at all.” 

The philosophy of “‘a better way’’ that is 
so compactly expressed by Mr. Nelson 
probably was not consciously made the 
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basis of developing the colleges of com- 
merce. Yet most colleges of commerce fol- 
low a different educational theory from 
that of the professional schools. Among 
schools in which preparation for a career 
in business or accounting is stressed, all 
but a few express a theory different from 
the “stratification” that is implicit in the 
programs of medical and legal education. 

The theory apparently underlying the 
typical program in business or accounting 
reflects a belief that education for living 
and education for working can be success- 
fully integrated throughout the four years 
leading to a bachelor’s degree, or the five 
years to a master’s degree. This expresses 
the idea that working is a part of living 
and living involves working. It carries 
within it the thought that learning a tech- 
nique for earning a living can itself be cul- 
tural, and that the study of well-selected 
cultural subjects can make a distinct con- 
tribution to the ability to earn a living. 

Mixed Programs. Not all those who 
would be able to benefit can spend the time 
or save the money to enable them to 
spread their advanced preparation over 
six, seven, or eight years beyond high 
school. Subsidies might seem to be a possi- 
ble solution—if governmental or philan- 
thropic funds were available in sufficient 
amount, and if satisfactory methods could 
be devised for distinguishing the bright 
and greedy from the bright and needy. If 
a longer program is out of the question, @ 
four-year program could be made a very 
acceptable substitute; and a two-year al- 
ternative could be made very useful to 
many. 

A four-year program could be con- 
structed in two ways: to provide two years 
of general education (for living) and two 
years of technical education (for working); 
or to interweave education for living and 
working throughout four years. In the one 
case, the idea of separate levels of educa- 
tional purpose which characterizes the 
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professional schools would be copied on a 
smaller scale in a four-year college of com- 
merce. In the other case, the idea of separa- 
tion would be abandoned as not entirely 
appropriate to the circumstances. 

If the serviceability of a two-year pro- 
gram is considered, a further choice will 
have to be made. Shall the short program 
be one of education for working, based on 
technical courses that are usually found in 
the senior college; or one of education for 
living, based on cultural courses usually 
found in the general college; or, as a third 
choice, should the program be one of edu- 
cation for both living and working, based 
of a mixing of both types of courses 
throughout the limited time of two years? 

No single answer can satisfy all the con- 
ditions likely to be met. Some students 
will have to seek maximum assistance in 
learning to earn a living, even though in 
so doing they completely sacrifice educa- 
tion for citizenship. For such students 
facilities are available and perhaps should 
be increased. The hope will be that in these 
cases some education for living and for 
citizenship may be secured later, perhaps 
in the form of adult education or even 
self-education. (May it not be that the 
years of maturity are actually the best 
time for study in this direction?) 

But for other persons a choice may still 
be necessary between a short cultural pro- 
gram and a short mixed program. Which is 
likely to be the most useful? 

Most of those who now go through a 
two-year program are students who began 
a four-year program but did not finish it. 
There is a very large population turnover 
in the early years of college. But it is a mis- 
take to assume that all who do not con- 
tinue for graduation are intellectually 
incapable of doing so if circumstances per- 
mitted. Shall it be said of those who might 
find the going hard in the upper division 
that they are failures, culls, incompetents? 
For the most part they are undeserving of 
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such designations. It may be that the pace 
is too swift; some persons come to matu- 
rity more slowly than others; constructive 
imagination may be good but limited; 
powers of perception and memory may be 
workable but only moderately strong. In 
competition with others these students 
may be outdistanced. Yet they have capa- 
bilities worth developing. 

Since segregation is not desirable, the 
first question will be: Can an educational 
program be prepared that will at once lay 
a foundation for further study toward a 
college degree, and provide useful terminal 
education for possibly one-half of those 
who enroll? The next question will be: Is a 
program of general education or a mixed 
program better suited to this double pur- 
pose? 

Hypothetical Programs. Two entirely hy- 
pothetical programs, such as might be 
offered in the first two years of two differ- 
ent colleges of commerce, are presented be- 
low to pose a contrast. Further discussion 
or examples will be welcomed. 

The first program illustrates a general 
education that might precede business 
education: 


First Semester Second Semester 
ra Analytic try 
Foreign Foreign Language 
Physical Science Biological Science 
History of Civilization History of Civilization 
Third Semester Fourth Semester 
Literature Literature 
oreign Language oreign Language 
History of the United History of the United 


States States 
Introduction to Philos- 


Introduction to Psychol- 
ophy 
Principles of Sociology 


ogy 
American Government 


This hypothetical program has no ob- 
vious connection with a business education 
to follow. It could precede any one of a 
number of lines of study. For the person 
who has not made a choice, it may be very 
suitable. A period of orientation of abili- 
ties and exploration of interests and apti- 
tudes may be desirable for some young 
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people. It may be questioned, however, 
whether such an interval and such a pro- 
gram is advisable for everyone. 

The second hypothetical program illus- 
trates a mixing of general education with 
business and accounting. 

First Semester 
Economic Iustitutions 


Elementary Accounting 
Business Mathematics 


Second Semester 
Economic Statistics 


Financial Accounting 
Marketing Methods 


English Composition English Composition 
Historical Geography History of Science 
Third Semester Fourth Semester 


Economic Principles 

Factory Accounting 

Production Management 

Public Speaking 

History of Constitutional 
Government 


Economic Principles 

Typical Accounting Sys- 
tems 

Business Finance 

Business Writing 

History of Moral Princi- 
ples 

The second program is clearly voca- 
tional. Can the suggestion be defended 
that it is also cultural? 

Learning to distinguish good reasoning 
from bad is not the product of any special 
subject matter. It can be gained from 
courses in economics as in this program. 
The power of interpreting evidence does 
not arise only from practice upon some 
particular kind of problem. It can be ob- 
tained from courses in statistics and in ac- 
countancy, among others. Accountancy is 
likewise a rigorous discipline, as is mathe- 
matics; and it is devoted to seeking out the 
truth, as is science. 

Practice in writing business letters and 
in organizing a financial statement can be 
made vehicles for exercising logical proc- 
esses of thought. The study of the history 
of science would afford many examples of 
the usefulness of cultivating the power of 
keen observation and a non-partisan view 
in important matters, and thus contribute 
notably to the ability to earn a living. 

The study of geography, of constitu- 
tional government, and of moral principles 
would undoubtedly be considered cultural 
in being aimed at citizenship. But these 
studies are also utilitarian in connection 
with preparation for a career in business: 
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the transaction of business is world-wide, 
business operates within a framework of 
government; moral principles lie at the 
foundation of business success. Prepara- 
tion for business can be a better prepara- 
tion if such elements of education for living 
are studied also as elements of education 
for working. 

The cultural aim of education is to de. 
velop the person’s capabilities—his ability 
to make choices and to compare values; 
his capacity for insight, understanding, 
discrimination; his willingness to differen- 
tiate good and bad. In fostering these aims, 
particular vocational subjects can be cul- 
tural as well as vocational. 

In a country and in an era wherein busi- 
ness and industry are the major pre-occu- 
pation of the people, it will be useful to 
know about business and industry as a 
part of citizenship even though one’s ca- 
reer may turn in another direction. In a 
democracy wherein the major decisions are 
more likely than not to be concerned with 
economic life, an informed citizenship can 
hardly be said to exist if the citizens are 
illiterate in economics. 

Having boldly adopted for my own use 
various phrases from another’s writings, it 
is only fair that I quote the author ver- 
batim. 


‘‘What we should seek to impart in our col- 
leges is not so much learning itself as the spirit of 
learning. You can impart that to young men; and 
you can impart it to them in the [two or] three or 
four years at your disposal. It consists of the 
power to distinguish good reasoning from bad, in 
the power to digest and interpret evidence, in a 
habit of catholic observation and a preference for 
the non-partisan point of view, in an addiction to 
clear and logical processes of thought and yet an 
instinctive desire to interpret rather than to stick 
to the letter of the reasoning, in a taste for knowl- 
edge and a deep respect for the integrity of the 
human mind.” Woodrow Wilson in Representa- 
tive Phi Beta Kappa Orations, 1915. 


We cannot do in two years all that could 
be done in four, or compress seven into 
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four. But in the available time, whatever 
it may be, it might be the part of wisdom 
to provide the best possible “mixture” of 
education because of the possibility that 
many students, not at first ascertainable as 
specific individuals, may be unable to pass 
through the full sequence of educational 
layers. 

Economic Literacy. C. Hartley Grattan 
was writing of bringing about full employ- 
ment after the war when he said “ .. . the 
wise citizen will not shackle himself to 
either party to the argument nor bind him- 
self to either private or government enter- 
prise [in this connection]. He will try as 
best he can to tip the balance now on one 
side, now on the other, in accordance with 
his understanding of how the general wel- 
fare can be served.” (Harper’s Magazine, 
February, 1944.) 

The author might easily have broadened 
the thought: A part of all good citizenship 
is a willingness to tip the scales in a direc- 
tion that will serve the general welfare. Be- 
cause this is a duty of good citizenship, it 
becomes the duty of education to give the 
individual some preparation for shifting 
his weight with common sense and good 
reason. Economic illiteracy is today one of 
the greatest handicaps to an intelligent 
attempt at “tipping of the scales.” And to 
reduce this citizen handicap is one of the 
great privileges of educators. But educa- 
tors must have the opportunity to teach, 
and students growing into citizens must 
have the opportunity to learn, something 
of the art of serving the general good. 

If economics is thought of as an empty 
philosophy now outmoded by strong-arm 
governments, its real vitality is under- 
estimated and its fundamental connection 
with human conduct is misunderstood. If 
in some quarters economics seems to be 
discredited, the fundamental reason prob- 
ably is that its devotees have either 
claimed too little or promised too much. If 
it is linked with statistical method and pro- 
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moted as a science—with the power of a 
science to predict—it is bound to lose face 
when the predictions are not fulfilled. If 
its legitimate claims of being able to help 
people understand people are submerged 
because the subject is presented as an ab- 
stract philosophy with a technical jargon 
of its own and its own way of spinning 
syllogisms into conclusions, then it un- 
doubtedly deserves a good deal of neglect. 

But most teachers of economics see the 
subject in a long perspective; they are not 
likely to believe that the passing show 
changes human nature. Nor are they likely 
to think of themselves as scientists—social 
or otherwise. Few of them are interested 
in prediction, or in making administrative 
decisions. For the most part they are 
teachers at heart, content to help others 
learn to take the complications of modern 
industrial life into conscious considera- 
tion—or at least try to do so. 

Economic literacy derived from the 
teaching of economists of this caliber can 
be an important part of the educational 
preparation for a career in business or in 
accountancy. The student who is an ac- 
counting major is preparing both for citi- 
zenship and for rendering a_ technical 
service. His study of accountancy moves 
through a progressive pattern from the 
simple to the complex; thus he grows in 
technical ability. He could grow in citizen- 
ship ability from a similar presentation of 
economics in a progressive pattern from 
the simple to the complex. 

Is there enough economics in the pro- 
gram of the typical accounting major? Is 
it good preparation for rendering the best 
kind of public service to emphasize instruc- 
tion in accounting technology so much as 
to limit severely the desirable gerieral edu- 
cation? 

Culiural Economics. Let us suppose a 
case. It is perhaps not entirely realistic, 
for it could not now be achieved in many 
schools if any. Yet it may, for that very 
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reason, point toward ideas that are wholly 
realistic. 

Assume that an accounting major does 
not have time to secure a thorough ground- 
ing in science, literature, government, his- 
tory, philosophy, and mathematics, along 
with an ample professional study of busi- 
ness and accounting. He has the idea of 
getting his general education principally 
from economics. What would his “cultural 
education” be like under this combination 
of circumstances? Could he expect to lay a 
foundation for intelligent citizenship in 
this unusual program? Would general edu- 
cation of this sort contribute anything to 
his professional career? 

Clearly these are hypothetical questions, 
and no doubt they deserve only specula- 
tive consideration. But there is a principle 
involved. Perhaps the analysis that fol- 
lows will stimulate further discussion. 

In preparing these materials, the course 
offerings in undergraduate economics were 
listed from the catalogues of six Midwest- 
ern universities. As a second step, the 
courses were classified by title under four 
heads: Human Relations, Historical Per- 
spective, Training for Citizenship, Inter- 
national Affairs. It is assumed that a stu- 
dent who is well-grounded in these topics 
may be said to have obtained a pretty fair 
cultural education even though it may 
have constituted no more than about one- 


fifth of his program. 
The next step was to select a few courses 
(approximately twenty-four semester 


hours of credit) which, from the titles, 

could reasonably be expected to give the 

student some orientation in the four as- 

pects of education named above. These 

courses were as follows: 

1. Development of Modern Economic So- 
ciety 

. General Economic Theory 

Public Finance 

Current Economic Problems 

Comparative Economic Systems 
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6. World Economic Policies 

Preferably the first and second items 
would be year-courses and might be taken 
in the first or second year of college. The 
others would be single-semester courses, 
probably taken in the third and fourth 
years. 

Some historical perspective is very desir- 
able. If time for gaining such a viewpoint 
is limited, the best historical perspective 
might be an economic one, since so many 
of the problems of today and tomorrow 
will be economic at base. A single course, 
named “Development of Modern Eco- 
nomic Society,” may seem too limited to 
express the vast accumulation of data 
about economic history. Yet this limita- 
tion could easily prove an advantage in a 
basic course wherein perspective rather 
than erudition is the aim. In fact, it would 
be desirable for the course to include some 
of the history of economic doctrines, if the 
materials were thoughtfully selected and 
skillfully blended. 

To be sure, a first course in the principles 
of economics would not cover all aspects of 
human relations. But economic life is a 
very important aspect of human affairs 
and one in which educated people need 
orientation. Furthermore, other courses in 
economics—perhaps we could say all eco- 
nomics courses—deal with human rela- 
tions and thus would help make a man’s 
education partly a study of man. 

The third and fourth items aim clearly 
at citizenship. Taxation and government 
debt have always been of great concern to 
the citizen; that concern is now deeper 
than ever. Current economic problems 
should probably deal with other topics 
rather than taxation and finance, since 
these would usually be separately an- 
alyzed. This problem course would no 
doubt include something of the relation- 
ship of business and government if that 
topic were not available as a separate 
course. There are many other matters 
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which prospective citizens need to know 

about; but few items are more important 

than those which could be brought com- 
tly into these courses. 

If “citizenship training’ be broadened a 
little, it will need to include something 
about international affairs. Americans are 
traditionally nationally minded. But there 
is reason for believing that this country’s 
destiny pushes us in the direction of a more 
expansive understanding—not in the sense 
of imperialism but within the meaning of 
world stability. Courses 5 and 6 are in- 
cluded for this reason. 

The catalogues of the six universities 
ofier many other interesting courses in 
economics. Some of these might be as use- 
ful, for this special purpose, in the program 
of an accounting major as the ones listed 
above. In order that the reader may be 
able to make substitutions and additions, 
another list of courses is given. 

Human Relations 

Theories of Price and Competition 

Problems of Labor and Unionism 
Historical Perspective 

Evolution of Industry 

Economic Development of the United States 
Training for Citizenship 

Economic Theory and Social Policy 

Relations of Business and Government 
International Affairs 


Economic Relations of the United States 
Latin-American Economic Problems 


Other courses than these are available. 
No attempt is made to be exhaustive. For 
example, no courses are listed here which 
might be called business economics; these 
would include the topics of statistics, cor- 
poration finance, banking, transportation, 
insurance, etc. Obviously such topics have 
social as well as business connotation. And 
accounting majors would often take work 
of this kind in the department of econom- 
ics since the material is closely allied to 
courses in business administration. Indeed, 
courses in business economics and business 
administration might be united to form 
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another group of twenty-four semester 
hours, matching in size the suggested 
twenty-four hours of social economics. 

If twenty-four hours of accountancy 
were also set in a group, and if another al- 
lotment of twenty-four hours were made to 
“tool subjects” such as English Composi- 
tion, Business Law, and the like, and if a 
similar block of twenty-four hours were 
given to a survey or two (the Sciences, 
Western Civilization, etc.) there would 
still remain an unassigned ten semester 
hours of the usual minimum of 130 hours 
required for graduation. This remainder, 
plus any courses taken above 130 hours 
and plus any time diverted from the other 
groups by substitutions, would be avail- 
able for increasing the work in account- 
ancy or other subjects as choice might 
dictate in organizing the complete outline. 

The assignment of courses in groups of 
twenty-four semester hours may seem me- 
chanical and arbitrary. It is, and no argu- 
ment is here made in support of that par- 
ticular allotment of time. However, it is a 
convenient way of setting forth the major 
subdivisions of an accounting program, 
and therefore contributes indirectly to the 
principal thought, namely, that general 
education, as part of the program of an 
accounting major, need not necessarily 
consist of the traditional, scattered assort- 
ment of courses in literature, language, 
science, mathematics, history, political 
science, psychology, philosopky, etc. 

There is much to be said for each and all 
of the subjects just named. But if there is 
no time to form a real understanding of one 
or more of them, is it worth-while merely 
to taste them? Would not a greater educa- 
tional advantage accrue to an accounting 
student from a good grounding in social 
economics? 

Such a program, while broadening the 
student’s perspective in history, humanity, 
citizenship, and world affairs, would also 
give him a general education in certain 
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areas of knowledge that are closely related 
to his field of specialization. As a result, 
much of his cultural education would also 
make a definite contribution to his techni- 
cal education. Yet the program would not 
be called one given over to a narrowing 
over-specialization. 

Culture in Accountancy. Would a sub- 
stantial amount of accountancy in a non- 
technical student’s program make any con- 
tribution to his cultural education? This 
may seem like asking whether mathemat- 
ics is a useful part of the education of 
someone who knows that he does not wish 
to become an actuary, an engineer, or an 
astronomer, and therefore is unlikely to 
use mathematics vocationally. But ac- 
counting teachers may have some ideas on 
the question, nevertheless; perhaps they 
will even write them out for publication. 

Not every person who is studying ac- 
countancy in a college of commerce in- 
tends to become a professional public ac- 
countant. One graduate in civil engineer- 
ing became a successful advertising man; 
an accounting major would not be any 
more handicapped by his studies than this 
man was, if he decided after graduation to 
do something equally different. He could 
succeed as well as the engineer did, if he 
too had learned how to learn. 

The student of business administration 
studies accountancy as a means of putting 
his mind into contact with concrete, meas- 
urable events that are typical of business 
activities. Seeing the concrete, measurable 
facts in an engineering problem is the be- 
ginning of an engineering solution. So it is 
in business. Accounting is quantitative and 
factual even when approximations must 
be made and estimates used. Weather pre- 
dictions are estimates, revised and re- 
revised; but they have incalculable value 
in aviation even though they are only esti- 
mates. In spite of including some esti- 
mates, accounting data are invaluable aids 
in operating a business, in making invest- 


ment judgments, in establishing govern. 
mental policies. A significant part of 
education in accountancy consists in learn- 
ing to distinguish dependable estimates 
from arbitrary figures. 

It may be popular in some quarters to 
believe that the businessman is typically 
a grasping, selfish individual, prospering at 
the expense of other people or not at all; 
and that the public accountant typically 
acts as his Man Friday, subservient to 
every wish and a willing collaborator in 
the promulgation of fuzzy financial state- 
ments designed to conceal rather than re- 
veal. 

It would be easy to know better. If the 
ready believers of the worst were to leam 
something real about accountancy ideals 
and standards, or if they were to experi- 
ence the responsibilities of trying to sell 
goods to fussy customers in order to meet 
the pay rolls of fidgety workers, they could 
see the truth more clearly about business 
and accountancy. 

Business is a national task force with 
two missions: to devise ways for people to 
earn a living, and to develop products for 
people to use in living. Accounting is the 
navigator’s chart in the task force. A spe- 
cially trained man is needed to write up 
the log and keep the chart fully informa- 
tive; but the person who issues orders must 
also know navigation in order to use the 
information wisely. 

So much modern legislation affects the 
opportunities for people to earn their liv- 
ing, and influences so greatly the products 
available for their use in living, that the 
makers of statutes and the administrators 
of laws have a clear obligation to know 
something real about the chief instrument 
of living—business; and they have a simi- 
lar obligation to know something sub- 
stantial about the chief instrument of busi- 
ness operation—accounting. 

There are other reasons for thinking 
there is a need for a cultural, nonvocational 
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understanding of business and account- 
ancy. 

The student ready for college, but un- 
decided as to the career he wishes to pre- 
pare to follow, often chooses under advice 
to study a variety of general topics while 
he makes up his mind. The subjects 
chosen usually are broadening; frequently 
they are stimulating; sometimes they are 
disciplinary; but they do not point in any 
particular direction. Can they be as edu- 
cational in effect as if they had a specific 
focus? In what way would it be a waste of 
time to choose to study with some direc- 
tional focus while deliberating on the 
choice of a career? The study of account- 
ancy and collateral subjects during such an 
interval offers a broadening, stimulating, 
disciplinary experience. It has much prom- 
ise, for example, as an approach to the 
professional study of law. 

Studying economics and business and 
accountancy in a college of commerce can 
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be of real cultural value—cultural in the 
sense of contributing in a collateral and 
secondary way to the main theme of 
many educational programs. Would the 
time be wasted if, while undecided, a per- 
son studied accounting who, jet us say, 
later became a social welfare worker when 
he found his real vocation? One priest who 
graduated in architecture before finding 
his real vocation made a splendid use of 
his “wasted” education in the end, when 
he became a bishop. 

The layman’s concept of accountancy is 
generally a hazy idea that it has something 
to do with bookkeeping: They teach it to 
sophomores in high school, you know; it’s 
for bank clerks and the like; accountancy is 
only a fifty-cent word for bookkeeping; it 
can’t be very much—you learn it in three 
months at business college. 

Are there other aspects of accountancy 
that illustrate its general educational sig- 
nificance? R. S. V. P. 
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PROFESSIONAL EXAMINATIONS 


A Department for Students of Accounting 


Henry T. CHAMBERLAIN 


sented by the Board of Examiners of 

the American Institute of Account- 
ants as the first half of the May, 1944, 
examination in accounting practice. The 
weights assigned were: problem 1, 16 
points; problem 2, 20 points; problem 3, 14 
points. The time allowed to solve all 
problems was four and a half hours. A 
suggested time schedule follows: 


T= FOLLOWING problems were pre- 


Problem 1 90 minutes 

Problem 2 120 minutes 

Problem 3 40 minutes 
No. 1 


The following balance-sheet of the Star 
Manufacturing Company as at December 
31, 1943, is presented to you for purposes 
of revision as to form, content, and pres- 
entation of items therein, based upon the 
information hereinafter set forth. 

Through inquiry and investigation you 
obtain the following information with re- 
spect to items in the foregoing balance- 
sheet: 

(1) Cash includes $14,000 in an em- 
ployees’ pension fund. 

(2) The U. S. Government bonds repre- 
sent $42,000 face value 2% Treasury 
bonds valued at cost plus accrued 
interest. The market value of such 
bonds on December 31, 1943, was 
$44,700. 

(3) Accounts receivable include $8,400 of 
advances to employees. 

(4) Accounts receivable also include 
$15,000 advanced to suppliers of raw 
materials for materials neither re- 
ceived nor in transit. Since the place- 
ment of the orders, which are not 


(S) 


(6) 


(7) 


(8) 


(9) 


subject to cancellation, the replace- 
ment cost of the materials has de- 
clined to 70% of the commitment 
price. 

Raw materials and supplies are stated 
at amounts lower than market and 
include invoices received, in the 
amount of $7,000, for materials 
shipped f.o.b. point of shipment and 
in the hands of common carriers on 
December 31, 1943. Excluded are 
$9,000 of raw materials received on 
December 28, 1943, for which in- 
voices are dated January 15, 1944. 
Work in process is valued at actual 
cost of direct materials and direct 
labor, plus a normal charge for manu- 
facturing overhead based upon com- 
pany experience, which is less than 
market value. 

Finished goods are similarly valued, 
except for merchandise in hands of 
consignees, which is priced and billed 
on memorandum at 110% of cost. 
Finished goods valued at $140,000 
are pledged against instalment notes 
payable to bank. 

Of the capital-stock investments in 
other companies, $95,000 represents 
investments at cost in 50% or more 
of the stock of subsidiary companies. 
The realizable values of such invest- 
ments exceed cost, and income there- 
from is recorded as dividends are 
received. 

The remaining investments represent 
small stock interests considered nec- 
essary for business operations, having 
an aggregate market value of $21,800 
at December 31, 1943. 
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Tue Stak MANUFACTURING COMPANY 
Balance-sheet, December 31, 1943 
Assets 

Current assets: 
Notes receivable, less discounted notes, $20,000 


Accounts receivable, less reserve, $8, 


Working and trading assets: 
Finished goods, including consigned merchandise, $21,670... 


Total working and trading assets. 
Investments in the capital stock of other companies... 
Capital assets: 

Land and buildings at cost, less depreciation 
Machinery and equipment, less depreciation, 33 
Furniture and fixtures, less depreciation, $3,200 1 


Sinking fund for retirement of first mortgage bonds... 
Prepaid expenses and deferred charges: 


Total prepaid expenses and deferred charges. .........-..00ceeececeeccseccressereeene 


Current liabilities: 
Accrued payrolls and interest (exclusive of interest on instalment notes payable to 
Reserve for federal income and excess-profits taxes (net of postwar refund of $8,000). . 
Instalment notes payable to bank due $12,000 on first of each month beginning Janu- 


ary 1, 1944, and accrued interest $4,500. 124,500 
Funded debt: 
5% first mortgage bonds due January 1, 
Capital stock and surplus: 
Capital stock— 
Preferred, 2,000 shares authorized; 1,800 shares issued... $180,000 
Common, 3, ‘000 shares authorized; 2,500 250 ,000 
Earned surplus— 
Free and available for 159,990 
Total capital stock and surplus... 


24,700 
$1,884,410 


1,028,990 
$1,884,410 
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(11) 


(12) 


(13) 


(14) 


(15) 


(16) 


(10) The 
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land-and-buildings account, 
when analyzed, discloses the follow- 
ing: 


Depreciated cost of buildings as at 
anuary 1, 1938, established b 
revenue agent’s report dated July 7, 
1939, adjusted for subsequent addi- 
tions and retirements............ 669 , 500 
Accumulated depreciation since Janu- 


The sinking fund consists of $19,700 
in cash and $50,000 of the company’s 
own First Mortgage 5% Bonds. 

The treasury stock represents 100 
shares of preferred valued at par and 
acquired for resale to employees. 
The preferred stock has a $100 par 
value. It is cumulative at the rate of 
6%, and is callable after July 1, 1945, 
at 105% of par value plus accumu- 
lated and unpaid dividends, if any. 
The 1,800 shares issued include the 
100 shares in the treasury. 

The common stock also has a $100 
par value. The subscriptions to 400 
shares of common stock are stated in 
the balance-sheet net of $18,000 rep- 
resenting receivables from subscribers 
on their stock-subscription contracts. 
The reserve for employees’ pensions 
of $14,000 offsets the amount of cash 
in the employees’ pension fund. This 
fund was set up in 1943 as a result of 
a contract with employees. 

The current earned-surplus account 
dates back to July 1, 1934, on which 
date a voluntary reorganization served 
to eliminate an operating deficit. 


No.2 


City oF DOEVILLE 


From the following information concern- 
ing the general accounts of the City of 
Doeville, prepare: 

1. A statement of revenues, expenditures, 
and surplus of the general accounts for 
the year 1943. 

2. A balance-sheet of the general fund as of 


December 31, 1943. 


3. A comparative statement of revenue 
and budget estimates for the year. 

4. A statement of expenditures and en- 
cumbrances in comparison with the 
budget estimates. 

5. Closing entries. 

The trial balance of the general accounts 
of the City of Doeville at the beginning of 
the new fiscal year, January 1, 1943, was 
as follows: 


Reserve for encumbrances. . . 8,010 
Unappropriated surplus..... . 16,715 


The transactions for 1943 are summa- 
rized below: 
1. The budget was adopted for the 1943 
fiscal year as follows— 


Expenditures 

State and county taxes...... $ 10,370 
Addition to sinking fund..... 20,000 
General administration... .. . 28,200 
Protection of lifeand property 30,000 
Protection of health......... 21,000 
Streets and roads........... 40 ,000 

$269,570 

Revenues 

Licenses and permits........ $ 6,250 
Fines and penalties......... 6,715 
Miscellaneous. ............. 11,580 
245,025 

$269,570 


2. Appropriations were made to cover 
encumbrances outstanding at Janu- 
ary 1, 1943, as follows— 


General administration. ..... 
Protection of life and property 2,450 
Protection of health......... 750 


Streets and roads........... 2,500 
$ 8,010 


3. Of the taxes receivable for prior years, 
$3,427 was collected. Tax liens were 


é 
= 6. 
Taxes receivable—prior years. 3,729 
Miscellaneous accounts re- 
| | 1,868 
2,046 
Audited vouchers........... $20,370 
$ 45,095 $45,095 
9 


rs, 


obtained against the remaining delin- 
quent taxpayers. 

. All of the tax liens outstanding at the 
beginning of the year were sold for 
cash, and all the outstanding miscel- 
laneous accounts receivable were col- 
lected. 

5. The tax levy for 1943 was $245,025, of 

which $236,421 was collected in cash. 

6. Contracts were let and open-market 

orders were placed in the estimated 
amount of $126,382, as follows— 


General administration. ..... $ 10,824 
Protection of lifeand property 15,933 
Protection of health......... 8,422 
Streets and roads........... 25,727 

$126,382 


‘7. Cash was received from licenses and 


permits totaling $5,276, and from fines 
and penalties totaling $6,956. Miscel- 
laneous income aggregated $11,475, of 
which $9,375 was collected. 

8. Claims presented and approved 
against outstanding contracts and 
open-market orders amounted to 
$125,955, as follows— 


General administration. ..... $ 10,853 


Protection of life and property 13,877 
Protection of health......... ,887 
Streets and roads........... 28,951 
63 , 387 

$125,955 


The claims are the same as the 
amounts originally estimated except 
for one streets-and-roads claim which 
exceeded the original estimate by 
$1,000. 

9. Payroll vouchers amounting to 
$116,450, not covered by contracts and 
open-market orders, were approved 
as follows— 


1. Available data as at December 1, 1943— 


Cash— 
Bank balance at November 30, 1943, per bank statement. ............-0seeeeeeeseeeseees $3,070 
a checks ascertained from checkbook— 
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General administration. ..... $ 16,621 
Protection of lifeand property 17,500 
Protection of health......... 11,850 
Streets and roads........... 13,479 

$116,450 


10. Vouchers were approved for payment 
of $20,000 appropriated to the sinking 
fund and of $10,370 for taxes due the 
state and county. 

11. Cash payments made against audited 
vouchers amounted to $270,653, in- 
cluding those outstanding at January 
1, 1943. 


No. 3 


Prepare from the following data a state- 
ment of net assets of A as at December 1 
and December 10, 1943, and changes dur- 
ing the period ended December 10, 1943. 

A, a sole proprietor, intends to form a 
partnership with B. Because of A’s failure 
to keep records, however, he cannot furnish 
to B statements indicative of financial 
position and earnings to serve as a basis for 
determining the respective capital inter- 
ests of the prospective partners and for 
reaching agreement on other financial 
matters. Accordingly, it is agreed between 
A and B that A should continue operating 
as a sole proprietor for a six-month period 
ending May 31, 1944, and to keep proper 
accounting records to serve as a basis for 
the drafting of a satisfactory partnership 
agreement. 

On December 10, 1943, you are engaged 
by A to establish a starting point in the 
bookkeeping retroactive to December Ist. 
You ascertain the following facts with 
respect to balances on pertinent dates and 
transactions during the ten-day period: 
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Receivables (per billing slips) 

— (per monthly creditors’ statements) “i 

2. Transactions, December 1 to December 10— 

(a) Sales on account 

To R, goods costing $94 delivered December 4... $ 140 

Q, goods costing $178 delivered December 250 


Y, goods costing $180 delivered December 12 (merchandise purchased from F below). . 320 
(b) Purchases on account 


(c) Cash receipts 
(d) Cash disbursements 
(e) December 4—Receipt of credit memorandum for return of goods to D originally received on 
November 28 and returned November 30....... $ 120 
December 9—Allowance on goods purchased by N, November 24 (error in pricing)........ 80 


* Deposit Dec. 11, 1943. 
t After deduction of 2% cash discount. 


3. Balances, December 10, 1943— 


Cash— 
Outstanding checks: 
Merchandise inventory (per physical count stated at 3,000 


Solution to Problem 1 


STaR MANUFACTURING COMPANY 


Balance Sheet 
December 31, 1943 
Assets 
Current assets 
U. S. Government bonds, at cost (market value $44,700.00)............... 41,930.00 


Accrued interest on U. S. Government bonds. 420.00 


C1 


on 
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Accounts receivable, trade, less reserve for doubtful accounts, $8,500.00. ... 
Advances to suppliers, less provision for loss on commitments, $4,500.00... .. ; 
Inventories: (Note 1) 
Raw materials and $101,440.00 
Finished goods, including goods on consignment at cost of 


Investments 

of subsidiary companies, $ 9 

Other investments in stock, market value $21,800.00, at cost.............. 2 


Fixed assets 
Buildings, at cost less depreciation (Note 365 
Machinery and equipment less depreciation, $162,800.00................. 332 
Furniture and fixtures, less depreciation, $3,200.00.................22000- 1 


88/8885 
sgleses | ee 


5 
Sinking fund for retirement of first mortgage bonds... .........00sceceeeeeees $ 69 
Less company’s own bonds carried in the fund at par, $50,000.00 (contra). . 50 


Other assets 
Claim for post-war refund of excess profits taxeS................ceeeeeees $ 8 00 


Current liabilities 

Instalment notes payable to bank, due $12,000.00 on first of each month com- 

mencing January 1, 1944 (Note 120,000.00 
Dividends payable January 16, 1944. 6,000.00 
Accrued federal income and excess profits taxeS...........2222eceeceeees 80,000.00 


5% first mortgage bonds, due January 1, 1960...........2.cecccccccccnecees $ 350,000.00 
Less company’s own bonds carried in sinking fund (contra)............... 50,000.00 


Capital stock and surplus 
6% preferred stock, cumulative, par value $100.00 per share, callable after 
July 1, 1945 at 105 plus accumulated and unpaid dividends; 2,000 shares 
authorized of which 200 shares are unissued..................seeeeee0. $ 180,000.00 
Common stock, par value $100.00 per share; 3,000 shares authorized of which 
2,500 shares have been issued and 400 shares are being held for subscribers. . 290 , 000.00 


$ 852,240.00 
9,700.00 


120,000.00 


787 ,900.00 
19,706.00 


14,000.00 


34,400.00 
15,000.00 


$1, 852,940.00 


$ 522,420.00 
300 ,000.00 
14,000.00 


Earned surplus, since reorganization on July 1, 1934..................... 153,520.00 
$1 026,520.00 
Less 100 shares of preferred stock held in treasury...............s.eee00% 10,000.00 1,016,520.00 
$1, 852,940.00 
Note 1: 


Inventories of raw materials are valued at amounts lower than market; work in process and finished goods inven- 
tories are valued at actual cost of direct materials and direct labor plus a normal charge for manufacturing over- 


— based upon company experience, which is less than market value. 
ote 2: 


Finished goods inventory valued at $140,000.00 is pledged against instalment notes payable to bank. 
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Note 3: 
Buildings are carried in the accounts at January 1, 1938 depreciated cost as established in revenue agents 
report dated July 7, 1939. Depreciation accrued since January 1, 1938 amounts to $304,500.00. 

Note 4: 

The company is contingently liable on discounted notes in the amount of $20,000.00. 


Comment: 


A better treatment of the discount on stock would be to deduct this amount from the capital stock to whichit 
applies. No information is given on this point and, therefore, the discount is shown as the last item on the asset 
side of the statement. 


Solution to Problem 2 
Crtry oF DoEVILLE 


Statement of Revenues, Expenditures and Surplus 
January 1, 1943 to December 31, 1943 


1. 
Revenues 
Expenditures: 
Excess of expenditures over revenues (See Note)... ........ccccccccccccccccccsccsceceucs $ 5,470.00 
Balance-Sheet—General Fund 
December 31, 1943 
Assets 
2: 
$ 43,174.00 
Liabilities 
Unappropriated surplus: 
Excess of expenditures over revenues (See Note)....................00.0. 5,470.00 


$ 43,174.00 


Note: Expenditures for protection of life and property exceeded the appropriation by $3,433.00; expenditures for 
say oe a exceeded the appropriation by $206.00; expenditures for education exceeded the appropriation 
y $2,476.00. 


5. 


i 
| 
| 
| 
| 
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; Comparative Statement of Revenue and Budget Estimates 
agent's January 1, 1943 to December 31, 1943 
3 Budget Ac 
Revenues: Estimates Revenues Over Under 
Com parative Statement of Appropriations with Expenditures and Encumbrances 
January 1, 1943 to December 31, 1943 4 
4, 
Encumbrances 
Total and 
Expenditures: Appropriations Expenditures Over Under 
State and county taxes................... Refs 10,370.00 $ 10,370.00 
Addition to sinking fund..................... 20,000.00 20,000.00 
General administration 28,310.00 27,555.00 $755.00 
Protection of life and property................ 32,450.00 35,883.00 $3,433.00 
732.00 42,500.00 42,706.00 206.00 
$277,580.00 $282,212.00 $4,632.00 
5. See work sheet for closing entries (See page 332). 
02 .00 
70.00 
15.00 
45.00 
58 .00 
10.00 
2.00 
4.00 
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Solution to Problem 3 


Computation of Inventory at December 1, 1943 
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Inventory, December 10, 1943............ $3 ,000.00 
Less purchases 

$2,108.00 

Add cost of goods sold: 

3 94.00 

Cash sale, December 2...... 634.00 

Cash sale, December 7...... 326.00 
Inventory, December 1, 1943... $3,340.00 


A 


Statement of Net Assets 
December 1, 1943 


Assets 


Schedule of Accounts Receivable 
December 1, 1943 


Schedule of Accounts Payable 
December 1, 1943 


A 
Statement of Profit and Loss 
December 1, 1943 to December 10, 1943 
Gross profit on sales. $ 503.00 
$ 303.00 
Net income, December 1, 1943 to December 
A 
Statement of Net Assets 
10, 1943 
Assets 
Accounts 910.00 
Furniture and fixtures................... 2,200.00 
$9,820.00 
Liabilities 
$1,662.00 
A, Capital: 


Balance, December 1, 1943.. $8,045.00 
Net income, December 1, 1943 


to December 10, 1943... 313.00 
$8,358.00 
Less withdrawal............ 200.00 8,158.00 
$9,820.00 
Schedule of Accounts Recewable 
December 10, 1943 
$ 910.00 
Schedule of Accounts Payable 
December 10, 1943 
$1,662.00 
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Accounts receivable...................-. 1,820.00 
3,340.00 
Furniture and fixtures................... 2,200.00 : 
Liabilities 
8,045.00 
$9 815.00 
Less adjustment of December 9. 80.00 420.00 
$1,820.00 
Less goods returned November 
| $1,770.00 


BOOK REVIEWS 


Smpney G. WINTER 


The editor of the Book Review Section has received 
the following comment on Gabriel A. D. Preinreich’s 
review of Robley Winfrey’s Depreciation of Group Prop- 
erties which appeared in the April issue of THE Ac- 
COUNTING Review, page 207 et seg. Mr. Kimball is a 
Senior Statistician of the New York State Public Serv- 
ice Commission and was one of the collaborators in the 
1943 Report of the Committee on Depreciation of the 
National Association of Railroad and Utilities Commis- 
sioners. 


Although one must agree in the main with the tenor 
of Mr. Preinreich’s criticism of Robley Winfrey’s bulle- 
tin, an important part of Winfrey’s thesis remains un- 
clarified, and there is an error in one of the formulas 
which Preinreich exhibits. Accordingly, if a mathemati- 
cian may be called in again, he would like to try his 
hand at clearing up a few points on this most confused 
issue which Robley Winfrey has raised. 

From the standpoint of logic, Winfrey’s statement 
“the unit-summation procedure of the present-worth 
method is shown to be the only mathematically correct 
method” (page 6) is based implicitly upon three proposi- 
tions which Winfrey believes that he has established. 
Since these propositions are not clearly stated by Win- 
frey, it will be worth while to state them explicitly and 
explain what they mean. They are as follows: 

(1) The ratio: (future expected years of life of a 
surviving property group) divided by (total probable 
service years of life of the surviving property group, at 
the particular time that it is investigated) tends to ap- 
proach 0.50 as the age distribution of the property be- 
comes stabilized for a continuing enterprize, under no 
growth, and any life table. 

The wording that Winfrey has used in stating this 
proposition is not clear, and I believe that this has 
caused considerable confusion amongst readers of his 
bulletin. He states it in italics on page 81 of Bulletin 
155 as follows: “the service remaining in the group of 
units comprising a stable property is exactly 50 per 
cent of the service available in the same units when 
new.” 

The last clause “the service available in the same 
units when new” from his wording, would seem to refer 
to the average service life which is the expectation of life 
of a random property unit when new. However, further 
reading of Prof. Winfrey’s bulletin shows that he means 
here the total probable life,—which is equal to present age 
plus future expectation of life. He appears to use the 
phrase same units in the sense that this particular prop- 
erty, since it has survived to its present age, will enjoy 
a total probable life which will in general be different 
from the average service life of the property group. 

Thus Proposition 1 is true if it is recognized that the 
denominator of the ratio refers to total probable service 
life at time of investigation, and not to total average service 
life of the property group. 

Winfrey’s second proposition is that (2) the ratio re- 
ferred to in Proposition 1 is the best estimate of the 


proportion of service life of the surviving property, 
which has not yet been expended. This proposition jg 
not subject to mathematical proof. Winfrey appears to 
believe that the fact that this ratio approaches the limit. 
ing value 0.50 under continuing enterprise with no 
growth, for any life table, is an argument in favor of it. 

Winfrey’s third proposition is that (3) the “unit- 
summation procedure” is the only recognized method of 
computing depreciation which is based upon Proposition 
2. This third proposition is clearly true. 

Winfrey concludes from these three propositions that 
“the unit-summation procedure of the present-worth 
method is shown to be the only mathematically correct 
method” (statement in italics on page 6 of Bulletin 155), 
Since Proposition 2 cannot be proved mathematically 
(by which I mean that it is not subject to mathematical 
proof without introducing some hypothesis as to what 
constitutes a criterion of the best estimate of the propor- 
tion of service life expended), one cannot agree with 
Winfrey’s conclusion. 

If one can now be pardoned the use of some unadulter- 
ated mathematics, I should like to present a derivation 
of the correct formula for the limiting value of the ratio 
of the depreciation reserve after stabilization to the sur- 
viving property on the basis of the unit-summation 
procedure, where an interest factor & is present. Accord- 
ing to Preinreich’s formula (see THE ACCOUNTING RE- 
view for April, 1944, page 208) this would be given by 


where L represents the average service life and & re- 
places Preinreich’s x as the force of interest. 

Under the present-worth principle, the amount of the 
depreciation reserve accumulated by the xth year 
against a unit of property with life #, is given by 

This corresponds to the annuity formula 
where the annual interest rate is 7, while the correspond- 
ing value of & represents what is sometimes called the 
“force of interest.” 

Using Preinreich’s notation, /(#) is taken to denote 
the “normalized” frequency distribution of the retire- 
ments. The survivor curve or life table is denoted by 
M(t), and the maximal age by n. The letter L is used to 


denote the average service life. The mathematical rela- 
tions between these quantities are then as follows: 


f 
M(0)= “(s)ds=1 
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The part of the surviving property which is to be re- 
tired between the ages of ‘—44¢ and ¢+-44# will be ap- 
proximated by Af f(). The accumulated reserve against 
this property at age x (less than or equal to age #) is then 
given by 

] fas. 


Summing this for all surviving property (which means 
for property which will be retired at age greater than x) 
one obtains: 


property surviving = [(e*—1)/(e*—1) ] fas. 


Total reserve against 
to age x z 


If the interest rate is zero, this reduces to 


as it should. 

Now “the property surviving to age x” referred to 
above represents survivors of age x from an original 
placement of $1. Thus the amount surviving is M(x). It 
is generally known that with stabilization of a continu- 
ing enterprise with no growth, the age distribution of 
the survivors approaches more and more closely the age 
distribution of the life table.* Hence if the total amount 
of such property is L, the part of the survivors which 
have an age between x—4Ax and x-+4$A4x would be 
approximated by M(x)Ax, and it follows that the re- 
serve against this part of the property would be Az times 
the integral written above. Hence the total depreciation 
reserve against the surviving property of all ages is 
given by the integral 


Reserve 
property 

amount Lwith = 

age distribution ~o 
of life table 


This integral may be simplified by a reversal in the 
order of integration. This gives 


n t 
=f 
0 0 
and performing the integration as to x, 
which reduces to 


The first integral is equal to M(O) which is unity. Divid- 
ing by the amount of the surviving property, L, 


Ratio of depre- 

“to surviving = (1/kL)—(1/L) [o/(e*—1)] 
property after fae. 
stabilization 


* See for example my paper General Theory of Plant 
Account Subject to Constant Mortality Law of Retirements, 
Econometrica, January, 1943, p. 71. 
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This result cannot be obtained from Preinreich’s for- 
mula. In order to compare the two one may expand the 
expression ki/(e**—1) in a power series in kt, with co- 
efficients which involve the Bernoulli numbers: 
= 


Denoting m; as the ith moment of the frequency distri- 
bution f(é), the above integral can be written as 


(1/k) [smo — + (k2/12) —(k4/720) - ++ J. 


Now mo=1, and m,=L (see mathematical relations be- 
tween f(t), M(#) and L presented at the beginning). 
Hence 


Stabilized reserve 
ratio= (1/kL) | 


= mg + J, 


If the survivor curve is reduced to the “generalized 
form,” which means merely that age is expressed as pro- 
portion of the average service life, the ith moment, §;, 
of the generalized frequency curve is related to m; by 


L*B;. 
Hence in terms of the generalized life table or frequency 
curve, 
Stabilized reserve 
ratio= 4—(1/kL) + 


which shows that this ratio depends upon the product of 
k and L and not upon the two quantities taken sepa- 
rately. This way of writing the formula furnishes a di- 
rect means of determining the ratio from a knowledge of 
the generalized frequency curve, for any values of & and 
L 


If e~** in Preinreich’s formula be expanded in a power 
series in ki, the integration performed, and the result 
divided into the numerator 4Z; it will be found that the 
two power series in k will differ starting with the second 
term. (One also uses here the fact that the ith moment 
m, of a frequency curve, is 7 times the i— 1th moment of 
the life table). 

Both expressions give the proper limit of one half 
when & goes to zero. Both give a limiting reserve ratio 
which decreases from value one half as k increases. They 
are not, however, different ways of writing the same 
formula. 

Braprorp F. 
New York State Public Service Commission 
April 29, 1944. 


Quantitative Trade Controls: Their Causes and Nature. 
Gottfried Haberler and Martin Hill. (Geneva: 
League of Nations, 1943. IT. A. 5. Pp. 45. $.50 paper). 

Trade Relations Between Free-Market and Controlled 
Economies. Jacob Viner, (Geneva: League of Na- 
tions, 1943. IT. A. 4. Pp. 92. $1.00 paper). 

These two companion studies are part of a series on 
international trade and commercial policy designed to 
furnish perspective for those interested in post-war 
international relationships. While they draw their il- 
lustrative material from the inter-war period, they are 
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primarily oriented toward the future. Both are con- 
cerned with non-tariff trade controls, but the first 
stresses the vantage point of countries enacting the con- 
trols and the second emphasizes the reaction to these 
devices of free-market nations. 

The analysis of quantitative controls is a brief, lucid 
exposition of the origins, operation, and repercussions 
of import quotas. Quotas are assumed to be a repre- 
sentative type of quantitative control, a technique which 
makes possible brief treatment but which necessitates 
a certain amount of over-generalization. Since Professor 
Viner’s companion study also deals with exchange con- 
trol and governmental trading, a somewhat balanced 
analysis does emerge from a perusal of both studies. 
Perhaps the outstanding contribution of Prof. Haber- 
ler’s and Mr. Hill’s analysis is their insistence that 
quantitative controls are merely manifestations of a 
fundamental world breakdown. While they concede 
that import quota systems could be rendered less cis- 
criminatory by various devices, they point out that 
their elimination waits upon a general weakening of 
autarchy and political insecurity. In the economic realm 
lower trade barriers, international credit facilities, 
monetary stabilization, and less discriminatory domes- 
tic legislation must exist. Much of the perspective in 
both this study and its companion piece stems from a 
realization of the relationship between specific control 
devices and basic maladjustments. 

Professor Viner’s study of trade relations b:tween 
free-market and controlled economies is a somewhat 
longer and more detailed analysis. He defines free-mar- 
ket economies as those in which prices, transportation 
costs, common exchange rates, and ordinary import 
duties determine importers’ decisions. In his conception 
of controlled economies, he uses as his criterion whether 
or not authorities directly limit foreign trade operations 
of particular traders, and stresses exchange control, im- 
port quotas, and trading by government. This study 
contains one of the finest analyses of the origins, func- 
tion, expansion, merits, and disadvantages of exchange 
control to be found in modern economic literature. His 
background treatment of import quotas and govern- 
mental trading activities, while less comprehensive, is 
also penetrating. 

In his handling of the central theme of the study, 
how free-market nations can adjust to a world featured 
by such controls, he comes to some significant conclu- 
sions. Since quantitative controls do afford certain short 
run advantages to the controlling nation, free-market 
economies have often established controls as a defensive 
measure. In many instances, Professor Viner points out, 
these controls ultimately became established as an inte- 
gral part of foreign economic policy, even after their 
defensive function was no longer pertinent. Some coun- 
tries attempted to restrict their use of quantitative con- 
trols to relations with other controlled economies, other- 
wise maintaining free markets, but found that controls 
tend to spread into all trading relationships. 

A few nations attempted to resist this spread of con- 
trol and sought to maintain free markets in all trading. 
The United States, for example, sought by bilateral bar- 
gaining to persuade many controlled economies to re- 
duce the discriminatory element in their control devices. 


Perhaps Professor Viner is on rather questionable 
ground when he appears to believe that more objective 
criteria used in conjunction with controls could ap. 
preciably minimize discrimination, for in a sense quan- 
titative controls are inherently and by definition dis. 
criminatory. In any event, he does not hold out much 
hope for attempts of any one nation or small group of 
nations to stem the expansion of control. He concludes 
that the only way in which quantitative controls could 
be curbed would be through multilateral agreement 
among the nations of the world. Indeed, he proceeds to 
set up some of the features which such an agreement 
might possess, as well as the underlying conditions 
requisite to its success. Most important of these is a sta- 
ble world economy, in which full employment prevails 
and international relations have been stabilized and 
liberalized through codperation. 

Perhaps the League of Nations studies in this area 
could now profitably penetrate still deeper. Just as 
quantitative controls are outgrowths of generally mal- 
adjusted economic relations, these dislocations in turn 
stem from still more fundamental causes. Studies for 
example, of the relationship between advancing tech- 
nology, on the one hand, and nationalism, feudalism, 
provincialism, and cultural lag, on the other, might be 
both provocative and significant. 

C. Appison HickMAN 
University of Iowa 


Drug Store Accounting. J. Brooks Heckert and William 
E. Dickerson. (New York: McGraw-Hill Book Com- 
pany, Inc., 1943. Pp. x, 415. $4.00.) 

One group of instructors in accounting and deans of 
professional schools is of the opinion that all beginning 
students of accounting should have a general course in 
accounting dealing with the principles and basic con- 
cepts which are present in all types of business enter- 
prises, but a second group prefers specialized instruction 
and text material for engineers, pharmacy students, and 
students of business with the problems of each carefully 
isolated and emphasized. Drug Store Accounting will be 
of particular interest to those in the second group whose 
instruction is primarily for students in Schools of Phar- 
macy. 

This text is planned for a one or two-semester course 

for beginning students who have had no previous train- 

ing in accounting. The book. is divided into three sec- 
tions, viz.: 

Financial Statements—Their Nature and Use 

Accounting Procedures and Records 

Control of Operations 
There are 26 chapters and 26 problems, with one prob- 
lem for each chapter; there is also an appendix which 
contains descriptions and illustrations of accounts re- 
ceivable systems. 

The first section, comprising four chapters, explains 
the purposes and uses of accounting records; describes 
and illustrates the “Statement of Financial Condition” 
(balance sheet) and the “Statement of Income and Ex- 
pense”; and presents an analysis and interpretation of 
financial statements. The statement analysis includes 
a detailed discussion of the significance and value of 
comparative financial statements, the use of percent- 


and the computation and interpretation of finan- 
cial ratios. Such a complete treatment of financial 
statements and their analysis as introductory material 
for beginning students may be criticized as being pre- 
mature. It is the reviewer’s opinion that this material 
would have greater value and meaning to students after 
they had learned the basic accounting principles and 
concepts and knew the accounting procedures relating 
to financial statements which appear in Part II of this 


text. 

Part II of Drug Store Accounting contains in 14 chap- 
ters an adequate treatment of basic accounting proce- 
dures and records. The first eight chapters deal with ac- 
counting principles and methods with special reference 
to the records of medium-sized and small drug stores. 
The material contains very little accounting theory but 
emphasizes and illustrates adequately important ac- 
counting practices and procedures. The “balance sheet 
approach” is employed in explaining the analysis of 
business transactions, and income and expense ac- 
counts are described in terms of “indirect increases and 
decreases in proprietorship accounts.” In closing the ac- 
counts, the use of the ‘‘Cost of Goods Sold” account, as 
a summary of all cost of merchandise accounts, is illus- 
trated as standard practice in the retail drug trade. 

Chapters 5 through 12 explain clearly the accounting 
cycle involved in recording and summarizing transac- 
tions and the preparation of financial statements. De- 
partmental records are described in Chapter 13, and 
labor-saving equipment and methods, such as cash 
registers, adding machines, coding systems, and ac- 
counting manuals are discussed in Chapter 14. Chapters 
15 and 16 deal with conventional adjustments for pre- 
paid items, accrued items, depreciation, bad debts, and 
inventories. It is the reviewer’s opinion that the material 
contained in these two chapters should have been in- 
cluded as a part of the accounting processes involved in 
closing the accounts and preparing the financial state- 
ments explained in Chapters 11 and 12, or at least 
should have been inserted after Chapter 12. The place- 
ment of Chapter 13, Departmental Records, and Chap- 
ter 14, Laborsaving Equipment and Records, before the 
treatment of adjustments seems untimely. 

Part IT is concluded with a brief but effective treat- 
ment of the characteristics and accounts of partner- 
ships in Chapter 17, and a similar treatment of corpora- 
tions is given in Chapter 18. 

Part III, entitled Control of Operations, is planned 
to acquaint the student with many of the important 
problems of retail store operation and management. 
There is a separate chapter dealing with each of the fol- 
lowing topics: Cash Control, Merchandise Control, 
Equipment Control, Sales and Gross Profit Control, 
Expense and Financial Control, Taxes and Insurance, 
Budgeting, and the Installation of Systems. This section 
contains an abundance of practical information for the 
druggist, extending the study of accounting into prob- 
lems of retail store operation such as the internal control 
of cash, inventory control and pricing, sales taxes, Social 
Security taxes, and the Wage and Hour Laws. 

Drug Store Accounting should be of interest to drug- 
gists as well as to students of pharmacy because it deals 
with both accounting and retail store management prob- 
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lems. The book is well written, possesses an interesting 
style, and approaches retail store operations from the 
point of view of the practical business man. 
Joun G. BLOCKER 
University of Kansas 


Statistical Adjustment of Data. W. Edwards Deming. 
(New York: John Wiley & Sons, Inc., 1943. Pp. x, 
261. $3.50.) 

This textbook dealing with certain aspects of mathe- 
matical statistics is from the pen of an author thor- 
oughly familiar with both the theoretical and the prac- 
tical aspects of his subject. He is a graduate of the Uni- 
versities of Wyoming, Colorado, and Yale, and has 
been a teacher of Engineering and Physics in the 
University of Wyoming and the Colorado School of 
Mines, and more recently has been connected with the 
United States Department of Agriculture. He is a Fel- 
low of the Institute of Mathematical Statistics. 

The work deals with subjects which have long been 
treated as more or less isolated problems; for example, 
specific types of curve fitting. The author has succeeded 
in consolidating the whole field of statistical adjust- 
ments into a unity with respect to methods of proce- 
dure. For the most part, the subject is considered from 
a theoretical point of view, but the results are reduced 
to techniques which may be applied, and in some cases 
are applied, to practical problems. 

The book is meant primarily for the mathematical 
statistician, but those who are dealing with applied 
statistics will find much of the methodology adaptable 
to their problems. 

G. R. Davies 

University of Iowa 


War Without Inflation. George Katona. (New York: 
Columbia University Press, 1942. Pp. viii, 213. 
$2.50.) 

The title of this book is a little misleading in that the 
author apparently does not really believe a war can be 
fought without some degree of price inflation. He does, 
however, argue that inflation may be minimized if 
attention is given not only to the objective mechanisms 
relating to money and markets, but also to related 
psychological factors. In this conclusion he is undoubt- 
edly on solid ground, and many of his suggestions and 
criticisms are both valid and timely. 

At times the author seems to imply that traditional 
economics has never considered the function of psycho- 
logical attitudes. This, of course, is not the case. It is 
true, however, that in the recent past less attention has 
been given to social psychology than its importance 
warranted. But that is hardly true today. 

A survey of the secular trend of economic opinion 
indicates that in respect to emphasis on psychological 
factors we have passed through a distinct cycle. A gene- 
ration or more ago the business cycle, for example, which 
includes one phase of inflation, was explained chiefly on 
psychological grounds. More careful investigation of the 
objective aspects of the cycle, such as the creation of 
deposit currency, later led to a neglect of the psycho- 
logical factors. Dr. Katona’s work is, therefore, a return 
to the older point of view, but with the added advantage 
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of the more extended general work in social psychology 
of recent times. 

As the author suggests, a widespread understanding 
of the mechanisms involved in inflation, and the conse- 
quences of consumption, borrowing, and taxation, 
would do much toward determining appropriate action. 
Without restrictive controls, however, it is hard to see 
how inflation could be entirely avoided. An intelligent 
public, on the other hand, might be willing to submit to 
the necessary controls if underlying reasons for these 
controls, and the advantages to be derived from them, 
were clearly understood. 

In spite of an apparent over-emphasis on the psycho- 
logical approach, the book is well worth reading, and 
would have been even more valuable if it had been 
available in the early stages of the war. 

G. R. Davies 

University of Iowa 


Fiscal Planning for Total War. William Leonard Crum, 
John F. Fennelly and Lawrence Howard Seltzer. 
(New York: National Bureau of Economic Research, 
1942. Pp. xxv, 358. $3.00.) 


Fiscal Planning for Total War is a piece of economic 
journalism, far above the usual standards of journalism, 
it is true, but still retaining as its chief characteristics 
timeliness, appeal to a lay audience, and something in 
the way of loose structure and not wholly adequate criti- 
cal analysis. However, it is very meaty (even to the 
point of risking tediousness), and gives the key to so 
many of the vital domestic issues of the day that it must 
surely have a wide appeal for untrained readers as well 
as among economists not familiar with the study of fiscal 
policy as it has developed in the past decade or so. 

By bringing together the many elements of war 
finance—individual and corporate income taxes, ex- 
cises, sales taxes, social security taxes, and voluntary 
and compulsory saving, as well as the techniques of 
government borrowing—and: examining each with the 
analytical instruments of the economist—the authors 
have done a signal service for the general reader. Here 
will be found explanations of national income, gross 
national product, the sources of war expenditures, the 
causes of inflation, the meaning of income distributions 
and the effects of the excess profits tax, of collection at 
source, and of compulsory saving. Though written over 
a year ago, this book is now more a book-of-the-month 
than when it was first published; though the figures of 
both real output and price levels have risen considerably 
past those considered in its pages, the rise has merely 
made more intensely relevant the principles discussed. 
Every passing month of increasing inflation makes it 
more necessary for the lay reader as well as the econo- 
mist to have a clear picture of the forces at work. 

In spite of these outstanding qualities, the critical 
reader cannot but feel that the title of the book isa little 
ambitious. No coherent “plan” is offered, and no solu- 
tion to the all-pervasive problem of war, inflation. In 
their attempt to avoid being doctrinaire and to make 
their statements appear at all times “reasonable,” the 
authors include nearly everyone’s favorite argument on 
questions of fiscal policy, and fail in the end to present 
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a plan of their own which is really non-inflationary from 
the fiscal point of view. 

They admit that direct controls of prices and wages 
are necessary (Chapter 5, “Direct Controls’’). In addi- 
tion, they suggest tax programs which are inadequate 
by some $10 billion by their own standards (pages 
184-5). Although they thus leave the brunt of the 
task of preventing inflation to the direct controls, they 
threaten these controls by giving insufficient considera- 
tion to the bearing of their tax suggestions on the direct 
controls. Thus the sales tax is considered without due 
regard for its possible effect on wage demands, and with 
no mention of the effect on the price ceiling structure, 
or of the practical certainty that a disastrous buying 
stampede would result if either house of Congress 
reached the stage of voting on a substantial tax of this 
sort. 

A further unfortunate effect of the authors’ tendency 
to be “reasonable” rather than scientific is their con- 
cern over the size of the public debt, apart from the 
inflationary consequences of increasing the debt at this 
time. Their statement of the political reason for being 
afraid of large public debt is well put, but it simply 
boils down to the idea that everybody else is afraid of 
debt too, and therefore, its existence hampers the Gov- 
ernment in its future activities. But there is no reason 
for adding the stamp of scientific approval by arguing: 

(1) That, since war expenditures do not represent 
investment in capital goods, there will be no additional 
income from which to pay the debt, and it will, there- 
fore, become “deadweight.” Any economist should 
recognize that this argument is of no great significance, 
since the debt is paid out of income for the most part, 
and the primary determinant of the national income is 
the level of employment rather than the exact amount 
of the capital equipment of the nation. The expected 
Federal debt at the end of this war could probably have 
been paid at least two or three times over from the in- 
come lost to the country because of the depression of the 
thirties. 

(2) That, since the rich will buy more bonds and get 
more interest than the poor, “borrowing tends to make 
future inequalities in the distribution of income greater 
than if the financing were by taxation.” This can be 
true only within limits, Obviously, it is completely un- 
true where a sales tax (regressive in its incidence) is 
being considered, since such a tax involves taking away 
the wartime savings of the poor, instead of issuing bonds 
and paying them off from later collections of income 
taxes on the more well-to-do. 

Last but not least, this tendency toward “‘reasonable- 
ness” has Jed the authors to overlook some of the tre- 
mendous potentialities of certain taxes, particularly 
corporate and personal income taxes. 

Since the inflation has put undreamed-of profits into 
the hands of corporations, the imposition of rates which 
the authors would have considered quite severe has 


1 While their standards may be somewhat too high 
due to conservative estimates of tax yields and a low re- 
gard for the high propensity to save at high levels of 
national income, fe were, however, dealing with the 
relatively more manageable levels which existed in 1942. 
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barely served to keep profits after taxes down to 1929 
Jevels, and has produced tremendous revenue for the 
Government. In view of this fact, the authors’ worry 
about “balance” in the tax system, the reference to cor- 
porate income taxation as a “levy falling primarily on 
shareholders,” and the continual tendency to regard 
these taxes as being merely politically popular, appear 
to this reader as emphasis misplaced. 

The suggestions for personal income tax involve the 
closing of loopholes (a discussion which is exceedingly 
good) and rate schedules which are no more than moder- 
ate changes from those of the Revenue Act of 1941. 
These changes are estimated to yield merely $5 billion 
of additional revenue. No consideration is given to the 
much higher rates which Great Britain had already en- 
acted, nor is any schedule presented which could be 
considered as fully closing their estimated “‘inflationary 
gap” between the supply of civilian goods and the sup- 
ply of civilian purchasing power. 

Thus, though the title of the book is Fiscal Planning 
for Total War, the program presented cannot be con- 
sidered as adequate to the problems of war inflation. 
Direct controls are still left, though perhaps not ex- 
plicitly enough, as the chief instruments of defense. 

NEAL POTTER 

Washington, D. C. 


Standardized Accountancy in Germany. H. W. Singer. 
(Cambridge: University Press. New York: The 
Macmillan Company, 1943. Pp. 68. $1.50.) 


While the world is watching this great struggle with 
its colossal expenditures in money and men, while in- 
dustries of all nations turn out the instruments of war 
in an incessant stream, while the economies of nations 
and individuals are geared to the highest pitch, the- 
flow of all work and efforts is being guided, directed, 
channelled, presented and analyzed by a monstrous 
multitude of papers, records, and statements. The 
amount of “paperwork,” so often criticized and ridi- 
culed, is a necessary evil in all the present undertakings. 
Much of this work falls upon accountancy and the ac- 
countant. The field of accountancy has been mustered 
into this maze of paper work to an ever increasing ex- 
tent. The scope of the accountant has been widened and 
his position has been recognized as being of absolute 
necessity in the present struggle. The supervision and 
control of government contracts has been made 
through the cost inspection offices established in many 
plants throughout the nation. Other companies are 
supervised through the General Accounting office. Re- 
negotiations and terminations of contracts are carried 
on by numerous agencies of the Feceral Government. 

In many cases, the work of these agencies is seriously 
and often unnecessarily impeded by the lack of uni- 
formity of either the accounts or the recording processes 
and methods of like companies. Efforts and steps had 
been taken years ago in the NIRA (National Industrial 
Recovery Act of 1933) to remedy this situation and 
create uniform accounting methods within leading in- 
dustries. Unfortunately, the undertaking was never 
carried to a successful solution. Today the problems 
have been multiplied and the need for uniformity is 
greater than ever. One wonders why the business world 
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as a whole, with the industries as its component parts, 
has never been willing to follow the suggested course. 
Such thoughts come to one’s mind in reviewing Dr. 
Singer’s treatise on the subject of “Standardized Ac- 
countancy in Germany.” It is true that the study in 
question deals with the economy of a nation which ac- 
cepted the philosophy of “‘control from the top” as the 
basis for its national life. Yet it should also be stated 
that the business world in democratic countries should 


- have been willing to create and install of its own volition 


the foundation for a greater and more closely interwoven 
national economy. 

“The German system represents, in some respects, 
an extreme solution—complete national uniformity en- 
forced from above.” It owes “its origin to the desire to 
consolidate control by government and party organiza- 
tions for reasons of public economy and fiscal considera- 
tions, rather than to further the interests of the individ- 
ual undertaking.” The German system of standardized 
accounting represents “‘a common economic language, 
valuable if properly used and interpreted, and where it 
can be obtained without undue interference with the 
liberty of the individual, some degree of uniformity is in 
the interests of all. The principle of uniformity is in fact 
implicit in the accepted conceptions of publicity, open 
competition and the improvement of efficiency by facili- 
tating comparisons between business undertakings of a 
similar nature. The German talent for organization, the 
high standard of accounting methods and practice 
reached in that country, and the fact that professors at 
German universities and technical high schools have 
been among the pioneers in the study of business econ- 
omy and organization, give added interest to the Ger- 
man experiments in standardization.” 

The main emphasis in the issuance of a standardized 
card of accounts for a particular industry or trade group 
lies in the possible comparability. The Kontenrahmen 
theory expounded by Professor Schmalenbach, of Co- 
logne, was made the cornerstone upon which the edifice 
of standardized accounting methods was erected, Each 
business group was asked as early as 1937 to construct 
its “‘chart of accounts” which could be adopted by all 
members of such an industrial branch. Organizations 
that by reason of their products would belong in two or 
more categories had to decide to which leading group 
they intended to belong. The divisions of factory costs 
and all general accounts were reproduced in THe Ac- 
COUNTING REVIEW, June 1940, pp. 182-3 in an article by 
your reviewer. The subject was continued in the Sep- 
tember issue, 1940, of the same publication. 

Once the “chart of accounts” and the methods of 
cost-keeping follows a general pattern throughout the 
industrial group, it is apparent that an economy or- 
ganized for war could derive the greatest benetit from 
it, particularly when new parts had to be manufactured, 
new price levels established or new contracts allotted. 
With reliable and uniform cost information on hand, 
the German government has been able to exercise ef- 
fective control over all industries. 

Dr. Singer evaluates the study of German methods 
in the light of some of the needed changes in England. 
He points out that the war has tended to bring about 
such unification in a number of industries. (Internal 
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Combustion Engine Manufacturers, Nuts and Bolts 
Association.) 

It is hoped that the work and interest in uniform 
accounting as started some years ago under the impetus 
of the NIRA Act will again be taken up in the country 
after the war in order to secure that stabilized economy 
which is so much desired and fought for by all. 

A. Matz 
Philadelphia, Pa. 


Square Pegs in Square Holes. Margaret E. Broadley. 
(New York: Doubleday, Doran & Co., 1943. Pp. 221. 
$2.50.) 

Are you doing work you enjoy? Are you making use 
of your highest abilities? Would a proposed change in 
employment be to your advantage? 

Such questions as these have some time or other come 
before most people. Usually one’s reaction is that little 
can be done to get at a fair answer and that’s an end of 
the matter. But experience has been accumulated which 
indicates that many psychological characteristics can be 
measured by aptitude tests, and that these can often 
furnish answers to such questions. 

This book is a compact, non-technical description of 
the way one organization approaches aptitude testing. 
The Human Engineering Laboratory grew out of a 
project developed some years ago in the General Elec- 
tric Company. So successful were the attempts to find 
ways of fitting employees into jobs they could do best, 
that an outside demand arose for that sort of service. 
As a result laboratories under the direction of Johnson 
O’Connor were organized to serve the public in New 
York, Hoboken, Boston, Philadelphia, Chicago and 
Cleveland. 

All will agree that it is highly desirable for individuals 
to find out, if they can, the kind of things they are best 
fitted to do and then seek training and employment ac- 
cordingly. We are aware of the fact that success depends 
to an important degree upon possessing appropriate 
knowledge and skill, and that opportunity and driving 
power are necessary if we are to acquire these personal 
assets. We seldom realize however that deeper than 
knowledge and skill lie aptitudes. 

If education and practical experience happen to coin- 
cide with natural aptitude, the individual happily loses 
himself in his occupation. If this fortunate connection 
is not to be left too largely to chance, one should try to 
rest his intentions and his preparation upon knowledge 
of his strong points and his limitations. Usually we rely 
for evidence of these factors on our own likes and dis- 
likes, aided by the opinions of relatives and friends. But 
we may have hidden talents no one suspects. Aptitude 
tests are designed with scientific care to detect natural 
abilities and to measure their strength from high to low. 
The help that knowledge of those facts could be must be 
obvious. 

Extended follow-up of individual cases has shown ex- 
perimenters that the persons who are using some of the 
natural aptitudes revealed by earlier tests are happy 
and successful; those who are unhappy in their work 
and unsuccessful are seldom found using the indicated 
natural aptitudes. Indeed research experience suggests 
that work fitted to aptitude is a more decisive factor in 


success than pull, luck, family connections, or economic 
conditions. 

The Human Engineering Laboratories have chosen 
thirteen tests which taken together give a reasonable 
inventory of a person’s natural abilities. The tests can 
be taken in about six hours, and do not call for any spe- 
cific kind of knowledge, education or skill. 

Some of the tests are such that they give evidence 
related to aptitudes in the fields of engineering, science, 
or the fine arts. Others point more directly at various 
business occupations, including accountancy, 

In the first group of tests are the following: structural 
visualization, finger dexterity, tweezer dexterity, ob- 
servation, memory for design, tonal memory, pitch 
discrimination. Some of these are clearly related to a 
talent for music or drawing. Dexterity with the fingers 
or with small tools has many applications in industry 
and in some professions, surgery for example. Struc- 
tural visualization is a faculty for thinking of objects in 
three dimensions even though they are represented only 
in a two-dimensional drawing. Many phases of engineer- 
ing and industry are keyed into this aptitude. 

The other grouping of the tests described in the book 
would probably appeal to accountant readers as dealing 
more definitely with aptitudes useful in their work. 
Such tests would help to answer such questions as these. 

1. Do I have high ability to detect the common ele- 
ments which join seemingly unrelated facts into a pat- 
tern of relationships? (test for inductive reasoning) 

2. Do I have high ability to arrange facts in related 
groups and in logical order that will reveal relationships? 
(test for analytical reasoning) 

3. Do I have high ability to keep in mind without 
confusion a complicated and changing pattern of ideas, 
facts or duties? (test for figure-memory) 

4. Do I have high ability to handle written details, 
figures, and symbols correctly and smoothly without 
nervous tension? (test for clerical detail) 

5. Do I have high ability to call up a ready flow of 
ideas, suggestions, and possibilities when my thought is 
focused toward a constructive prospect?.(test for crea- 
tive imagination) 

Some of the most interesting aspects of the book are 
found in the discussion of a great variety of significant 
combinations of talents. A good deal of research has 
gone into the analysis of occupations to learn the com- 
binations of talent that are most desirable. In some situ- 
ations a strong measure of a given talent will be vital; 
in another the same talent must be weak in order to pro- 
duce a good combination. One person, peculiarly en- 
dowed with high aptitudes of many different kinds, may 
be a complete failure because he follows no one of them; 
another, showing evidence of strength in a few aptitudes 
may be a success from consistently making the most of 
his capabilities. 

Case histories are used throughout by the author to 
make the descriptions concrete. No confidences are 
violated and the circumstances are always treated 
sympathically. Testing, it is said, is useful from the 
age of nine. Some of the greatest good can come from 
early testing since the child’s talent-pattern is thus 
gradually revealed in time to furnish a guide to educa- 
tion and to parental control. 
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But college students and even more mature persons 
can benefit also. It is not too late in college to make ad- 
justments that will prove beneficial. Education pro- 
grams can often be shaped to harmonize with individual 
abilities. Many changes of occupation, even after con- 
siderable knowledge and experience has been ac- 
cumulated, have proven advantageous when fitted to 
the person’s own talent pattern. In other cases change in 
occupation may be ill-advised. A modification of some 

llel factor, such as additional specific education, fre- 
quently will be all the adjustment that is needed. 

A great many situations exist where knowledge of 
one’s personality characteristics proves particularly 
helpful. People vary greatly between extremes. Some 
are highly objective in personality; they work best when 
influencing or codrdinating other people, they havea 
knack for friendliness and they easily see another’s point 
of view. Some people are highly subjective in personal- 
ity; they work best alone in utilizing some specialized 
training, they are disturbed by the reactions of other 
people, they seldom do good work under outside pres- 
sure. At one extreme is the vigorous salesman-type; at 
the other is the retiring research worker; in between 
there is adequate range for many executive and profes- 
sional occupations. 

Doing work that is poorly accommodated to one’s 
personality can produce a tremendous strain, Such a 
person is indeed a square peg trying to fit a round hole; 
so too is the person who has any other kind of a poor fit 
between talent and work. 

The author’s particular contribution is that she makes 
the reader aware of the possibilities that exist for learn- 
ing something about his talents. It should go without 
saying that beyond the point of knowing his aptitudes 
the result is up to the individual. The reader will not, of 
course, conclude that the workers in these six laborato- 
ries are the only people equipped to render effective con- 
sultive service in this field of human analysis. 

The book inspires the thought that slowly we are ac- 
quiring the means for man to study himself in new and 
helpful ways, and it fosters the hope that further scien- 
tific progress will be rapid and the benefits widespread. 

A. C, LitTLeTon 

University of Illinois 


Ways to Teach Bookkeeping and Accounting. Harvey A. 
Andruss. (Cincinnati; South-Western Publishing 
Company, 1943. Pp. xi, 321. $2.35.) 

This is a second edition and includes considerably 
more material than appeared in the first edition. The 
book presents many topics which, on first thought, one 
might not expect to find under this title. Probably few 
college courses in ‘‘methods”’ include al/ items presented 
in this book; yet each bears a distinct relation to the 
successful teaching of bookkeeping or accounting. The 
viewpoint taken throughout the book is stated by the 
author as follows: ‘This treatment of the ways to teach 
bookkeeping and accounting is merely suggestive. There 
is probably no one right way of teaching bookkeeping or 
any other school subject.” However, the author does not 
hesitate to state his personal preference regarding many 
points—for which he is to be commended. 

The book is divided into seven units of which the first 
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two (116 pages) would be considered by some readers to 
be merely related to “ways to teach.” Unit I, “Back- 
grounds of Bookkeeping and Accounting,” includes an 
extremely interesting and informative chapter on the 
beginning of bookkeeping; an orientation in the con- 
cepts of bookkeeping, accounting, and auditing; chap- 
ters on the more significant legal and economic back- 
grounds of accounting; and a chapter on “Accounting 
Principles and Terminology.” Two of the chapters are 
largely reproductions of portions of two articles which 
appeared as some thirteen pages in THe ACCOUNTING 
Review in 1941 and 1942. The theory presented in 
these chapters is excellent, although very little material 
is included which is of tangible value to the trained 
teacher searching for assistance in “ways to teach.” The 
second unit, “Bookkeeping and Accounting as a School 
Subject,” includes a chapter on the aims of bookkeeping 
instruction; discusses curriculums, curriculum terminol- 
ogy and construction, courses of study, and lesson plans 
in general; presents sample secondary commercia! cur- 
riculums and a sample collegiate teacher-training cur- 
riculum; sets up criteria for judging textbooks; lists 
equipment needed for teaching a course in bookkeeping 
together with costs thereof; and, finally, presents a 
challenging discussion of a suggested outline for a one- 
year “record-keeping” course for all high school stu- 
dents. 

It will be noted that the author touches on a wide 
range of knowledge in these first 116 pages—early his- 
tory, auditing, corporations, negotiable instruments, 
economic concepts, accounting terminology, curriculum 
construction, costs, capital, reserves, objectives of edu- 
cation and of beokkeeping instruction, commercial con- 
tests, equipment, etc. Of necessity these areas are pre- 
sented in what may well be termed a summary fashion, 
only those topics being mentioned which the author 
believes to have special significance. Readers possessing 
limited background in the areas mentioned should 
profit from these chapters. 

It should perhaps be pointed out that the suggested 
one-year record-keeping course for all high school stu- 
dents is based on opinions of bookkeeping teachers 
(mostly in high schools) obtained through a question- 
naire in the year 1932. Undoubtedly the author would 
be among the first to admit that current opinions may 
be different. This fact, however, does not reduce the 
value of the material presented as a means “‘of provok- 
ing further discussion.” 

Unit III includes short, effective chapters on “The 
Cycle of Instruction,” “The Equation Orders of Presen- 
tation,” and “The Record-Keeping Orders of Presenta- 
tion.” The record-keeping cycle, and the instructional 
cycles used under various methods of presentation, are 
clearly and concisely set forth, and relative advantages 
and disadvantages are ably pointed out. The viewpoint 
of the author is indicated by his statement that ‘“The 
newer orders of presentation, which stress the results 
of accounting rather than the routine necessary to ar- 
rive at the results, have come to stay.” At the same time 
he recommends a continuously open-minded attack on 
the problem. 

The four chapters comprising Unit IV are devoted 
to ways of teaching classification of accounts (work 
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sheets), adjusting entries, and the closing of the books. 
Clear-cut illustrations of available techniques are given, 
and the rather difficult teaching problems involved are 
thereby clarified. The chapter on teaching the adjusting 
entries is particularly valuable and includes excellent, 
clear statements regarding alternative methods of han- 
dling mixed accounts. 

Some teachers (and accountants) undoubtedly will 
be adversely critical of the rather strong recommenda- 
tions of the author that his “direct summary” method 
be used in closing books. It could be pointed out that 
the author is presenting a “way to do” bookkeeping 
rather than a “way to teach” it; yet it must be recog- 
nized that the one is inseparably related to and in- 
fluenced by the other. Regardless of the pros and cons of 
whether this “direct summary” method is superior to 
the “traditional” method in actual accounting work, it 
appears that the author has set forth sufficient reasons 
for preferring it. 

There are a few other areas in which the author rec- 
ommends the adoption of techniques which are not rec- 
ognized as standard practice. An example is to be found 
in his advocacy of a simplification in techniques of bal- 
ancing and ruling accounts. 

Units V, VI, and VII present, respectively, practice 
sets, testing, and reference materials for teachers. Con- 
siderable emphasis is placed on progress grades, comple- 
tion grades, and correction sheets for practice sets. The 
relative value of time and energy devoted to this work 
as compared with what they might achieve if devoted to 
better original presentation and classroom teaching may 
be questioned by some; certainly many who are cur- 
rently teaching in intensive vocational programs in vari- 
ous areas of the armed services, with practically unlim- 
ited instructional aids available, are realizing high “‘divi- 
dends” from additional time and energy directed 
towards better /eaching. Care in testing and in the trans- 
lation of raw scores into grades (for which the author 
presents two arithmetic adaptations of the deviation 
method used by statisticians) are admittedly important. 
It is respectfully suggested, however, that of even 
greater v. . would be information on how to develop 
and use effective modern visual aids to the learning 
process. This topic is not presented. The application of 
»roblem-point tests to negotiable instruments is a par- 
ticularly valuable portion of the chapter on testing. 

Chapter 24 consists of an excellent bibliography of 
books and articles. Its value to bookkeeping and ac- 
counting teachers is materially enhanced by the inclu- 
sion of numerous recent articles specifically dealing with 
“ways to teach” these subjects. 

Lioyp V. Doucrias 
Iowa State Teachers College 


The Port of New York Authority. Erwin Wilkie Bard. 

(New York: Columbia University Press, 1942. Pp. 

x, 352. $3.50.) 

The author aptly characterizes the study as an in- 
stitutional biography. After considering several ap- 
proaches for presenting his material, Dr. Bard chose as 
the most suitable method that of the life history of the 
Port Authority, created in 1921. The work is in two 
parts. Part I, entitled “The Comprehensive Plan,” was 
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completed in 1939; Part II, “Bridges and Tunnels” 
was subsequently added, with July 1941 as the fingj 
date for the inclusion of new material. 

The background of the Authority is well presented, 
particulary the New York Harbor Case, Interstate Com. 
merce Commission Docket 8994, in which the shippers 
of northern New Jersey lost a legal battle to obtain 
railroad rates on western traffic lower than those appli- 
cable on traffic to and from New York. Asa result of thig 
case New York and New Jersey joined in a cooperative 
venture from which it was hoped that a plan “could be 
evolved which would synthesize the elements of past 
conflict.” 

The Comprehensive Plan, which proposed, among 
other things, to remodel the harbor terminal railroad 
system in order to “bring every railroad of the Port to 
every part of the Port,” is dealt with in detail. Adminis- 
tration of the Plan by coercion, persuasion, and acquisi- 
tion is discussed in turn. 

The Plan, drawn up with the idea that joint use and 
public development of freight terminal facilities should 
replace competitive use and private development be- 
cause the latter were deemed detrimental to the com- 
merce of the port, has been one of repeated failures, 
according to the author. He lays these failures to three 
major obstacles: the railroads’ resistance to change in 
the system whereby each rail carrier has the right to the 
long haul on freight originated by the carrier; the ob- 
stacle met by the Port Authority in attempting to dem- 
onstrate that its proposed changes would result in sav- 
ings to the railroads, which insisted upon charging as a 
cost the unamortized value of inefficient equipment made 
obsolete by the Authority’s proposal; and the use of the 
committee system by the rail carriers, the result of 
which was to place the veto power for joint action in the 
hands of one railroad in the group. 

It is stated in the foreword that the work is not a 
study in economics, but one would be safe in disagreeing 
with this statement because of the excellent material 
presented on rail terminal economics. It is recounted 
that the railroads have talked of terminal consolidation 
with little actual progress, and Dr. Bard predicts that 
if public policy continues as impotent as in the past, 
freight will continue to be diverted to motor trucks. He 
might have added to air carriers, as well. Although the 
war has reversed the trend, the cessation of the war 
bvom will allow its resumption, possibly with more ra- 
pidity than ever. 

The second part of the monograph, dealing with ve- 
hicular bridges and tunnels, relates to aspects of port 
development in which freight has moved from rails to 
rubber, in the words of the author. Part II is a logical 
supplement to the account of the Comprehensive Plan, 
and in no way is an added portion to the study in which 
items omitted from the first part are included. A great 
deal of this part is given to discussion of the Authority’s 
facilities created for motor truck use. In contradistinc- 
tion to the railroads’ preference for individual termi- 
nals, it is shown that the trucking companies are plan- 
ning terminal facilities for common use. 

In one of his most incisive conclusions the author 
stated that the Port Authority has for twenty years 
studied the problem of terminal costs in the port and 
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has, without success, endeavored to lead the railroads 
to action. The conclusion has been reached that prog- 
ress awaits the establishment of a Federal agency with 

to obtain results by administrative orders. It is 
pointed out that Congressman Lea, in 1939, introduced 
a bill to create such an agency, but that the Transporta- 
tion Act of 1940 was entirely different in purpose and 
spirit and contained nothing to aid in solution of the 
terminal problem. And this despite the fact that at the 
time of the passage of the Transportation Act of 1920, 
and in every comprehensive report on railroads of the 
United States since then, the rail terminal problem is 
considered as fundamental. Dr. Bard pays his compli- 
ments to Congress and the Interstate Commerce Com- 
mission by concluding that neither group has earnestly 
attempted to eliminate competitive wastes in the rail 
terminal situation. The same, as far as the New York 
terminal problem is concerned, is said of the Association 
of American Railroads. 

To those interested in either public administration or 
in the rail terminal transport problem, which will plague 
the railroads with renewed vigor after the war, The Port 
of New York Authority is recommended. 

Frank L. BARTON 

Washington, D.C. 


Elementary Statistical Methods. Helen M. Walker. (New 
York: Henry Holt and Company, Inc., 1943. Pp. 368. 
$2.75.) 

Elementary Statistical Methods is a textbook designed 
for a one-semester introductory course in statistical 
methods. While it is addressed primarily to students of 
education and psychology, it is sufficiently general to be 
of value to students working in other fields in which 
statistical methods are commonly employed. 

With respect to content there are certain conspicu- 
ous differences between Elementary Statistical Methods 
and the usual text. First, it places comparatively little 
emphasis on statistical inference. Second, it contains an 
elementary and brief, but nevertheless much needed, 
discussion of the nature of measurement. Third, it con- 
tains a chapter on tabular presentation of data. Fourth, 
it contains a chapter specifically devoted to the presen- 
tation and explanation of the mathematical symbolism 
most commonly used in statistical writing, included in 
which is a discussion of multiple subscript notation. 
Finally, it contains a chapter devoted to procedures use- 
ful in describing skewness and kurtosis, included in 
which is a brief discussion of the moment system. To in- 
crease its value as a reference volume, the author pro- 
vides appendices in which selected mathematical proofs 
and selected supplementary techniques and methods 
are presented. A glossary of statistical symbols is also 
included. 

The manner of presentation employed in Elementary 
Statistical Methods is also notably different in several 
aspects from that found in the usual text. For one thing, 
an attempt has been made to develop certain selected 
concepts through problems or exercises. Also, in some 
situations the approaches used are more similar to those 
of mathematical statistics than is common in texts of 
this type. This is particularly true of the treatment of 
correlation, the initial approach to which follows, in so 
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far as is possible, the writings of Galton. A number of 
clever and well developed analogies have also been used 
(for example see pp. 288 f.). These should be helpful to 
students who have difficulty in understanding certain 
of the more abstract concepts arising in statistics. Some 
new and different collections of empirical data are given. 
These should prove convincing to the student in in- 
stances in which mathematical demonstrations are not 
feasible (see particularly the data presented in Table 
XXX, page 141, which are used to show the effect of 
random errors of measurement upon the mean, the 
standard deviation and the correlation coefficient). 

Elementary Statistical Methods is the first of a two- 
volume series. It is the author’s expressed intention to 
treat statistical inference in the second and as yet un- 
published volume of this series. It is explained that the 
traditional one-chapter treatment of sampling error 
theory found in beginning statistics books has serious 
disadvantages in that it is inordinately difficult and in 
that it is unsound because the student “‘is asked to con- 
sider the final step in a logical process without sufficient 
help on the intermediate phases.” As a concession to 
those students who may not extend their study beyond 
the scope of the volume under discussion, the author has 
appended a chapter entitled Sample and Universe. In 
this chapter, however, Professor Walker does little more 
than set the stage for a treatment of tests of significance. 
It is the reviewer’s opinion that for students of educa- 
tion and psychology, statistical inference is a topic of 
major importance. Assuming this to be true Elementary 
Statistical Methods cannot be used as a textbook for a 
first course in educational or psychological statistics, 
which for. the majority of those enrolled is a last course, 
unless additional supplementary materials are em- 
ployed. 

The volume under discussion has considerable merit 
and is a worth-while contribution to the literature of sta- 
tistics in education and psychology. One objectionable 
feature, however, is that the writer, while postponing 
discussion of sampling error theory to the final chapter, 
has nevertheless seen fit to introduce considerable con- 
tent in the earlier chapters which is fundamentally 
grounded in sampling error theory. In some instances 
the discussions of such content include remarks on 
sampling and sampling error. On the whole these re- 
marks appeared to fall short of what the typical reader 
of the volume would need if he were to achieve anything 
like a complete understanding of the content concerned. 
Consider a few specific instances. On page 41 a device 
for smoothing a frequency curve is presented. The au- 
thor states that its purpose is to “smooth out what are 
thought to be chance irregularities in an observed fre- 
quency distribution. ...” It appears that the author 
momentarily presupposes a knowledge of sampling error 
theory on the part of the reader. Later in presenting the 
qualities desirable in an average (see pp. 92-93) the 
writer is forced to insert a few brief remarks (12 lines) 
about sampling error in order to make at all meaningful 
the statement that an average should be stable, and 
“sample to sample” variation or fluctuation is later re- 
ferred to in connection with the discussion of both the 

mode and the median without further comment. On 
page 125 the reader is warned against generalizing from 
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a particular set of data, but, of course, no specific argu- 
ments can be presented to justify or reinforce this warn- 
ing. On page 147, the writer comments on the relation 
of a technique for obtaining the variance of combined 
groups to analysis of variance. In this connection an at- 
tempt is made to sketch briefly the procedure of analysis 
of variance as a test of significance. The terms popula- 
tion, random samples, and significantly different are all 
employed in a space of 7 or 8 lines without definition or 
explanation. In several instances, the writer being 
forced by the nature of the topic under discussion to use 
the word random, refers the reader by way of a footnote 
(see p. 171 and p. 247) to the book’s final chapter. The 
sampling reliability of the correlation coefficient is dis- 
cussed before the reader has the advantage of the back- 
ground of a detailed presentation of sampling and sam- 
pling error. Other instances may be cited. These should 
suffice to illustrate the point. 

It also seems that, while much of the book is written 
with great clarity, the discussion of certain topics is 
needlessly abstruse. This is especially true of the chap- 
ters devoted to correlation, parts of which would be 
virtually unintelligible to even the better students. 
These chapters are made particularly difficult as a result 
of (1) the author’s efforts to follow the writings of Gal- 
ton in introducing the problem of correlation, (2) the 
mathematical nature of the presentation (rzy=~+/byz bey 
is used as the basic definition of the correlation coeffi- 
cient), and (3) the already mentioned fact that the relia- 
bility of an obtained r is discussed in advance of the 
main treatment of sampling error theory. Moreover, 
some of the content of these three chapters is without 
doubt just as difficult as that which would normally be 
included in a solid chapter on statistical inference. For 
an example refer to the section on partition of variance 
on pages 251-2. It should be noted, of course, that the 
content of this particular section is prerequisite to an 
understanding of the author’s discussion of the pre- 
dictive value of the correlation coefficient. In this dis- 
cussion it is stated that the scheme of showing a numeri- 
cal scale of improvement over chance prediction “produces 
only confusion of thought and should be deleted from 
our statistical vocabulary.” The reader is given no rea- 
son for this statement and the reviewer confesses that 
he is quite unable to perceive the basis for it. 

One erroneous suggestion is made in a section treat- 
ing the problem of combining scores on different tests 
(see p. 139). The procedure suggested errs in that it im- 
plies that the average of two z scores is itself a z score. 

BLOMMERS 
University of Iowa 


The Impact of Federal Taxes. Roswell Magill. (New 
York: Columbia University Press, 1943. Pp. ix, 218. 
$2.00.) 


The object of the author in writing this book was “‘to 
consider the tenets on which a tax system should be 
based, and some of the principal effects of the major 
federal imposts.” A period of flux such as the present 
may not seem like an ideal time to examine the founda- 
tions of our tax structure. On the other hand, although 
“a scholar could delay his judgments... a legislator 


The Accounting Review 


and a business man cannot.” Of the seven chapters the 
first is devoted to a general estimate and review of the 
federal tax system, the second and third to a discussion 
of the effect of federal taxes on the distribution of in. 
come and wealth within the family, the next two chap. 
ters to a discussion of taxes on corporations, the sixth 
to federal taxation during the pre-war decade, and the 
last to federal tax administration. 

The three criteria of a well-designed tax system are 
adequacy, simplicity, and economy in administration, 
and fairness in distribution. Our federal tax system is 
certainly not adequate. Neither is it simple or economi- 
cal in administration. As for equity, Professor Magill 
finds that ‘The present federal tax system is in general 
well-balanced, but the method of taxing corporate in- 
come is grossly unfair.” In the present situation he be- 
lieves that “the case for a general retail sales tax... 
rests on solid grounds.” The canon of ability to pay 
would be observed inasmuch as a large proportion of our 
taxes would still be measured by incomes and estates, 
He does not favor an increase in social security taxes for 
fiscal purposes, since such an increase would surely re- 
sult in a demand for increased benefits. The scale of the 
latter “should be decided by the social scientist, not the 
tax specialist.” Nor does he favor a spendings tax, which 
would further complicate the income tax. The progres- 
sive character of the proposed spendings tax is appar- 
ently based on the erroneous theory that “the excess 
purchasing power which must be drained off is in the 
middle and upper brackets.” 

The tax system would be more equitable if tax ex- 
emption for state and municipal bonds were eliminated. 
“In war times there is little excuse for preserving one 
class of income in a bomb-proof shelter, while all other 
classes are being very heavily taxed.” As for the much 
disputed compulsory joint income tax return for hus- 
bands and wives, Professor Magill believes that in the 
light of recent decisions and “the strong disposition of 
the present Court to uphold legislative declarations,” 
the measure would be held constitutional. On the ques- 
tion of the justice of such a tax Professor Magill says, 
‘“‘For purposes of rough justice in wartime taxation ... 
the proposal does not seem demonstrably unfair.” 

In the chapters which discuss the effect of federal 
taxes on the disposition of property and income within 
the family, it is proposed that no taxes should apply on 
the transfer of property between husband and wife. It 
is argued with logic that if the incomes of married per- 
sons should be taxed as a unit on the grounds that they 
constitute an economic unit, as the Treasury has argued, 
their wealth should also be regarded as a unit and taxed 
only once. Two changes in the estate tax are proposed. 
The credit for state death taxes should apply to present 
rates rather than to 1926 rates, and the federal tax 
should be leveid on inheritances rather than on estates. 
Professor Magill recognizes that an inheritance tax in- 
volves more difficulties than an estate tax, but inasmuch 
as states have been solving these problems for years, he 
does not regard them as insuperable. A very readable 
discussion is presented of the various kinds of trusts and 
the attitude of the courts toward them. Although “the 
broad distinctions drawn by Congress and the courts 
make good sense,” it is to be regretted that the Court’s 
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fines of distinction have sometimes been “fuzzy, not 
clean-cut.” 

Whether business as such should be taxed is not dis- 
cussed, but the broad problems of corporate taxation 
are well presented. The entire structure of corporate 
taxation should be overhauled. At present there is a 
serious question whether the advantage of limited liabil- 
ity is not overbalanced by the weight of taxes on corpo- 
rations. The capital stock tax has had few advocates for 
a long time. Although its effect on corporate policies is 
not very great, it adds to the effect of the income tax in 
encouraging financing by bonds rather than by stock. 
The advantages of equity financing, on the other hand, 
have come to be more keenly appreciated in recent 
years, and regulatory commissions have discouraged 
the issue of fixed interest-bearing obligations. While 
there is a distinct advantage in collecting income taxes 
from corporations, those taxes should be deductible from 
individual income taxes, if dividend income is to be 
treated the same as bond interest. In order to ease the 
cost of this change, it is suggested that in the beginning 
acredit be allowed only with respect to corporate sur- 
taxes and only with respect to dividends on preferred 
stock. 

The excess profits tax can be justified on the grounds 
that “the government is a partner of every individual 
and of every enterprise. When the government assumes 
the costs of war, it is entitled to a larger share of the 
profits of business, certainly of business which is war- 
produced, secondly of business which is war-stimu- 
lated.” Professor Magill expresses the widely held opin- 
ion that there is no justification except the need for 
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additional revenue for the failure to allow the deduction 
of corporation income taxes in arriving at excess profits 
tax income. To compare income after the payment of 
income taxes for pre-war years with income today be- 
fore the payment of income taxes is to compare two 
unlike things. If previous earnings are used as a base, a 
corporation has no excess profits today unless its income 
after the payment of income taxes is greater than its 
income of pre-war years after the payment of such 
taxes. It is also pointed out that elimination of the 
previous earnings base and complete reliance on the in- 
vested capital base would have serious disadvan ‘tages. 
Some industries are much more risky than others, and 
therefore require a higher rate of return. Furthermore, 
many stockholders purchased their interest at prices 
such that a high rate of return on invested capital does 
not represent a high rate of return on their investment. 
Both these factors support the argument that brackets 
of the excess profits tax should be related not to dollar 
amounts but to rate of return. In other words, a corpo- 
ration should be allowed the rate of return normal to it 
(with an upper limit, of course) and should then be 
taxed according to the percentage increase in the rate of 
return. 

The chapter outlining federal taxation in the pre-war 
decade and that devoted to federal tax administration 
form a fitting conclusion to a book which has presented 
the major tax controversies of recent years, often with a 
fresh approach. The book as a whole is both informative 
and stimulating. 

CATHERINE G. RUGGLES 
Washington, D.C. 
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ASSOCIATION REPORTS 


MESSAGE FROM THE PRESIDENT 


September 8 and 9, in Chicago. It is planned to present a program that 
will be of major interest, not only to members of the Association, but to 
practicing accountants and businessmen as well. 

Tentative plans call for a discussion of the termination of war contracts, a 
subject that is already of vital importance to businessmen and their account- 
ants. As changes in war needs develop, necessitating cutbacks and contract 
cancellations while we are still actively in the war, increasingly large numbers 
of businesses will be affected and as we approach and reach the end of the war 
the problems will be tremendous. Persons who are active in establishing and 
executing the policies of termination for the government will be on the pro- 
gram, as well as representatives of industries which are materially affected. 

Of special interest to both teachers and practitioners, is the subject of post- 
war education in accounting. In this connection it is planned to have discus- 
sions of such subjects as refresher courses for returning accountants; the 
possibility of an accelerated training program along the line developed by the 
Army and the Navy; possibilities of visual instruction; general requirements 
essential to a successful professional career, etc. 

A third fertile field for thought is that of cost accounting principles. Are 
there cost accounting principles and if so what are they? In these days of cost- 
plus-fixed-fee contracts, terminations on the basis of established costs, and re- 
negotiations after allowances of properly allocated costs, this subject has taken 
on interest of major proportions. The Association has an opportunity to make 
a constructive contribution to the literature on this subject at the meeting. 

Plans also include papers by some well-known speakers on other subjects 
that should prove to be of real help to the profession. 

Although transportation facilities are just as crowded as they were last year 
when the Executive Committee decided it should not add to their burden by 
having a national meeting, the committee believes that we should not forego 
such a meeting another year. The importance of having the members of our 
Association informed and thinking about some of these subjects of major 
significance both to the conduct of the war and postwar development seems 
to be too great to forego the meeting again. 

It is hoped that a large number of the members and many non-members will 
be present. The time of year fixed for the meeting is a departure from the one 
that has been traditional, but it is believed that for this year at least it will 
be far better than the usual time. The Committee believes that during the 
Christmas holiday season transportation should be left to our boys and girls 
in the services. Furthermore, the staggering of semesters and terms of work to 
meet the requirements of the various armed forces in many of our schools and 
colleges prevents the fixing of any time during which all schools will be having 
vacations. It is believed that the time and place selected will be the best for this 
year under all the circumstances. 

Plan to be with us on September 8 and 9. 


T= AMERICAN ACCOUNTING ASSOCIATION will hold its annual meeting on 
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REPRESENTATIVE COLLEGE PROGRAMS 
(Continued from January) 


First Semester 
English Composition 
nish 


Analytic Geometry 
Speech 
Christianity 


Third Semester 


English Literature 
Spanish 

Principles of Economics 
Principles of Accounting 


Fifth Semester 


American Government 
Psycholo 

Accounting 
Law 
Money and Banking 


Seventh Semester 
Philosophy 
Cost Accounting 
Income Tax Problems 
Corporation Finance 
Christianity 


First Semester 
English Composition 
Introduction to Economics 
Introduction to Accounting 
Introduction to Business 
American History 


Third Semester 
Money and Banking 
Survey of the Physical Sciences 
Elementary Cost Accounting 
Public Speaking 
Elementary Psychology 


Fifth Semester 
Intermediate Accounting 
Advanced Cost Accounting 
Corporation Finance 
Business Law 
Elementary Statistics 


Seventh Semester 


Accounting Problems 
Income Tax Accounting 
CPA Problems 

Budgetary Control 

Social Control of Business 


AvucusTaNA COLLEGE 


Second Semester 

English Composition 
rigonometry and College Algebra 
ity 

Fourth Semester 
Literature 
of Economics 
Principles of Accounting 

Sixth Semester 

American Government 


Sociology 

Advanced Accounting 
Business Law 

Money and Banking 


Eighth Semester 


Accounting Problems 
Public Finance 
Christianity 


Crentrat YMCA COLLEGE 


Second Semester 
Eng lish Composition 
co les of Economics 
ction to Accountin; 
to the Social Studies 
American Government 


Fourth Semester 
Business English 
Survey of the Biological Sciences 
Principles of Marketing 
Mathematics of Accounting 
Principles of Sociology 


Sixth Semester 
Advanced Accounting 
Principles of Auditing 
Investments 
Business Law 
Personnel Administration 
Eighth Semester 
Federal, State, and Local Taxes 
CPA Review 
Governmental Accounting 
Accounting Systems 
Transportation 
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Philosophy 
Auditing 
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UNIVERSITY OF CINCINNATI 


(Codperative plan alternates school and office throughout a five-year program) 


Autumn Quarter 
Principles of Accounting 
Accounting Laboratory 
Economic of the World 
Composition and Literature 
Algebra 
Mathematics of Finance 
Drawing 


Economic Reports 

Principles of Economics 

Industrial Geography and World 
Trade 

Calculus 

Economic History of Europe 

Intermediate Accounting 

General Physics 

Experimental Physics 


Applied Economics 

Principles of Marketing 

Corporation Finance and Invest- 
ment 

Economic History of the United 
States 

Statistics 

Statistics Laboratory 

English Literature 

English 


Cost Accounting 

Accounting Laboratory 

Banking Principles and Organiza- 
tion 

Labor Reports 

Labor Problems and Management 

Business Law Reports 

Business Law 

Writing and Speaking 

Industrial Purchasing 

English 


Income Tax Accounting 

Finance Reports 

Money Market 

Business Law Reports 

Business Law 

Economic Trend Reports 

Marketing Problems 

Economics of War 

Problems of War and Reconstruc- 
tion 

English 


First Year 

Winter Quarter 
Principles of Accounting 
Accounting Laboratory 
Economic Geography of the World 
Composition and Literature 
Trigonometry 
Analytical Geometry 
Drawing 
Inorganic Chemistry 


Second Year 


Economic Reports 

Principles of Economics 

Industrial Geography and World 
Trade 


Calculus 

Economic History of Europe 
Intermediate Accounting 
General Physics 
Experimental Physics 


Third Year 


Applied Economics 

Principles of Marketing 

Corporation Finance and Invest- 
ment 

Ecenomic History of the United 
States 

Statistics 

Statistics Laboratory 

English Literature 

English 


Fourth Year 


Cost Accounting 

Accounting Laboratory 

Banking Principles and Organiza- 
tion 

Labor Reports 

Labor and Management 

Business Law Reports 

Business Law 

Writing and Speaking 

Management 
English 


Fifth Year 


Budgetary Control 
Finance Reports 
Problems in Finance 
Business Law Reports 
Business Law 

Economic Trend Reports 
Marketing Problems 
Economics of War 


Spring Quarter 
Principles of Accounting 
Accounting Laboratory 
Economic Geography of the World 
Composition and Literature 
Analytical Geometry 
Drawing 


Principles of Economics 
Industrial Geography and World 
Trade 


Calculus 

Economic History of Europe 
Intermediate Accounting 
Accounting Laboratory 
General Physics 
Experimental Physics 


Applied Economics 

Government 
Accounting 

Industrial Purchasing 

Corporation Finance and Invest- 
ment 

Economic History of the United 
States 

Statistics 

Statistics Laboratory 

English Literature 

English 


War-Contract 


Cost Accounting 

Accounting Laboratory 

Banking 

Labor Reports 

Labor Problems and Management 
Business 

Writing and Speaking 

Sales Management 

English 


(3rd quarter not used) 
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e World 


World 


ntract 


ivest- 


nited 


nent 


First Year 


Introduction to Economics 
Accounting 

Mathematical Analysis 
Actuarial Science 
Commercial Law 

French 

Geography 


Third Year 


Money and Banking 

Economic History of North America 
Economics of Marketing 

Cost Accounting 

Auditing 

Labor Problems 


First Semester 


Composition and Literature 
Industrial Society 

History of the United States 
Freshman Mathematics 
French 


Third Semester 


Introductory Botany 
Comparative Literature 
Principles of Economics 
History of Music 
American Government 


Fifth Semester 


Men of Antiquity 

Inorganic Chemistry 

Types of Contemporary Thought 
Corporations and Trusts 

The Culture of Mankind 
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UNIVERSITY OF TORONTO 


Second Year 


Economic Theory 

Economic History of Europe 
Statistics 

Accounti 

Actuarial 

Mathematics 


Fourth Year 


Development of Economic Thought 
Economic History of North America 
Accounting 

Corporation Finance 

Internationa! Economics 


DarTmMoutTH COLLEGE 
(for A.B. degree) 


Second Semester 


Composition and Literature 
Evolution 

History of the United States 
Freshman Mathematics 
French 


Fourth Semester 


Elementary Zoology 
Comparative Literature 
Principles of Economics 
Representative Novels 
American Government 


Sixth Semester 


Greek History 

Inorganic Chemistry 

Romans and Early Christianity 
Public Finance 

Conflicts in Modern Civilization 


(in the Amos Tuck School) 


Seventh Semester 


Management and Industrial Relations 
Principles of Marketing 

Finance and Banking 

Accounting Principles and Procedure 
Business Statistics 

Commercial French 


(add two semesters for M.B.A. degree) 


Eighth Semester 


t and Industrial Relations 


Pringles of Marketing 

Finance and B: 

Accounting Principles and Procedure 
Business Statistics 

Commercial French 
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Autumn Quarter 


Basic Accounting Mathematics 

Economic Geography and Industry 

Composition and English Litera- 
ture 

French 

Modern History 


Accounting 

Office Organization 

Principles of Economics 

Composition and American Litera- 
ture 

French 

American Government 


Commercial Law 

Money and Banking 
Personnel Administration 
The Modern Drama 
General Psychology 
Specialized Accounting 


Cost Accounting 
Principles of Insurance 
Industrial Management 
Introductory Statistics 
Public Speaking 

Credit 


anagement 
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DREXEL INSTITUTE OF TECHNOLOGY 


First Year 


Winter Quarter 
Advanced Accounting Mathemat- 


ics 

Principles of Economics 

Composition and English Litera- 
ture 

French 

Modern History 


Second Year 


Accounting 

Principles of Economics 

Composition and American Litera- 
ture 

French 

American Government 


Third Year 


Commercial Law 

Investment Mathematics 
Corporation Finance 

General Biology 

The Contemporary English Novel 
Labor Problems 


Fourth Year 


Principles of Advertising 
Real Estate 

Investments 
Introduction to Sociology 
Federal Taxation 


Spring Quarter 
Accounting 
Business Communication 
Composition and English Litera. 
ture 
French 
Modern History 


Accounting 

Principles of Marketing 

Office Machines 

Economic Problems 

Composition and American Litera- 
ture 

French 


Advanced Commercial Law 
Principles of Salesmanship 
General Biology 

Modern English and American 


Poetry 

Psychology of Business and In- 
dustry 

Auditing 


Industrial Research 
Social Problems 
CPA Problems 
Federal Taxation 
Advanced Statistics 
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itera. 


In- 


First Semester 


Princi +; of Political Economy 
English Composition and Rhetoric 
Religion 

Bookkeeping 

Elements of Accounting 

Business Law 

American History 

Principles of Private Finance 


Third Semester 
Business Writing 
Religion 
Latin 


American Government 

Mathematics of Accounting and Finance 
Business Law 

Principles of Money and Banking 
Applied Theory of Accounts 


Fifth Semester 
History of English Literature 
Religion 
Logic 
S 


Economic History 
Intermediate Problems 
Cost Accounting 
Principles of Business Management 


Seventh Semester 


General Sociology 

Religion 

General Philosophy Survey 

Business Law 

Advanced Accounting Problems 
History and Philoso me of Accounting 
Federal Income Tax 

Auditing 


Second Semester 


inciples of Political Economy 
Engi Composition and Rhetoric 


Boo! i 

Elements of Accounting 
Business Law 

American History 

Principles of Private Finance 


Fourth Semester 
Business Writing 
Religion 
Latin 
American Governmen 
Mathematics of yore and Finance 
Business Law 
Principles of Money and Banking 
Applied Theory of Accounts 


Sixth Semester 
History of English Literature 
Religio: 


peech 
Economic History 
Intermediate Accounting Problems 
Cost Accounting 
Principles of Business Management 


Advanced 
History and Philosophy of Accounting 
Federal Income Tax 

Auditing 
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Eighth Semester 
General Socio 
Religion 


First Semester 


Freshman English 
American Government 
Genera] European History 
General Psychology 

First Year French 


Third Semester 


Geology 

Principles of Accounting 
Introductory Economics 
Introduction to European Literature 
Second Year French 


Fifth Semester 


Economic Theo 
Money and Banking 
Advanced Accounting 
Cost Accounting 
Auditing 


Seventh Semester 


Analysis of Financial Statements 
Governmental Accounting 

Seminar in Accounting 

Economic and Sociological Statistics 
Business Finance 
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GEORGE WASHINGTON UNIVERSITY 


Second Semester 


Freshman English 
American Government 
General European History 
Applied ology 

First Year French 


Fourth Semester 


Geology 

Introductory Economics 
Introduction to European Literature 
Second Year French 


Sixth Semester 
Business Organization 
Money and Banking 
Advanced Accounting 
Cost Accounting 
Accounting Theory and Problems 


Eighth Semester 


Principles of Investments 

Federal Taxation 

Seminar in Accounting 

Economic and Sociological Statistics 
Business Management 

Public Utilities 


Jouns Hopxrms UNIVERSITY 


First Semester 


Economic History 

Trigonometry, Analytic Geometry 
English Writing 

French Reading 

Occidental Civilization 


Third Semester 


Principles of Accounting 
Elements of Economics 
Statistics 

English Literature 
Principles of Geology 
Marketing 


Fifth Semester 


Advanced Principles of Accounting 
Mathematics of Finance 

Money 

Business Law 

Corporation Finance 

American Government and Politics 


Seventh Semester 


Labor and Labor Legislation 
Cost Accounting 

Auditing 

Specialized Accounting 
Government and Business 
Senior Research 


Second Semester 


Economic History 
Calculus 

English Writing 
French Reading 
Occidental Civilization 


Fourth Semester 


Principles of Accounting 
Elements of Economics 
Statistics 

English Literature 
Principles of Geology 
Marketing 


Sixth Semester 


Advanced Principles of Accounting 
Applied Statistics 

Banking 

Business Law 

Investments 

American Government and Politics 


Eighth Semester 


Trade Unionism 

Cost Accounting 
Auditing 

Specialized Accounting 
Government and Business 
Senior Research 
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First Semester 


English Composition 
Elementary German 
History 

American Government 


Third Semester 


Second-year German 


Algebra and Trigonometry 


General Psychology 
Principles of Economics 


Speech 


Fifth Semester 


Elementary Spanish 
Statistics 

Money and Credit 
Accounting 


Advanced Public Speaking 


Seventh Semester 


Shakespeare 

Physics 

Public Finance 
Statistics 

Corporation Accounts 


Autumn Quarter 


Chemistry 
English 
Geography 
French 


Principles of Economics 
Principles of Accounting 
German 


Marketing 

Money, Credit and Banking 
Cost Accounting 
Intermediate Accounting 
German 


Advanced Accounting 
Botan 

English 

Philosophy 


Business Combinations and Public 


Policy 
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UNIVERSITY OF MICHIGAN 
(for A.B. degree) 


History 


rman 


American Government 


Fourth Semester 


Plane Analytical Geometry 


Psychology of Salesmanship 
Principles of Economics 


Theater Arts 


Speech 


Statistics 


Sixth Semester 


Mathematics of Finance 


Elementary Spanish 
— and Credit 


Accounting 
Eighth Semester 


Physics 


Governmenta! Accounting 


Taxation 


Introduction to Logic 
Principles of Valuation 


(Add four semesters for M.B.A. degree) 


MicuicaNn STATE COLLEGE 


First Year 


Mathematics 


Second Year 


Principles of Economics 
Principles of Accounting 
German 

Mathematics 

Economic History 


Third Year 


Investment Banking and Security 
Markets 

Cost Accounting 

Intermediate Accounting 

German 

Political Science 


Fourth Year 


Advanced Accounting 
Law 

nglish 
Philosophy 


Spring Quarter 
Chemistry 
Political Science 
Modern Industry 
Mathematics 
Economic History 


Business ization 
Accounting 


Corporation Finance 
Psychology 

Cost Accounting 
Intermediate Accounting 
German 


Advanced Accounting 
Business Law 
Governmental Accounting 
Labor Problems 
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Second Semester 
English Composition 
Elementary Geum 
Winter Quarter 
Chemistry 
English 
Speech 


First Semester 


English 

Elementary Accounting 
Business Mathematics 
American History 
Introduction to Business 


Third Semester 


Elementary Cost Accounting 
Principles of Economics 
General Psychology 
National Government 
Fundamentals of Speech 


Fifth Semester 
Auditing 
Money and Banking 
Business Ethics 
Municipal Government 
Elementary Spanish 


Seventh Semester 


Advanced Accounting 
Governmental Accounting 
Business Cycles 


Commercial Law 


Autumn Quarter 


Humanities 
Biological Science 
Algebra 


English Composition 
Economics 
Accounting 

History 

Typing 


Credits and Collections 
Corporation Finance 
Advanced Accounting 
Money and Banking 


Marketing 
Auditing 
Business Ethics 
Real Estate 


Business Organization and Finance 
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UNIVERSITY OF MISSISSIPPI 


Second Semester 
English 
Elementary Accounting 
Business Mathematics 
American History 
Economic Geography 


Fourth Semester 


Intermediate Accounting 

Economic History of the United States 
General Psychology 

State Government 

Investments 


Sixth Semester 


Income Tax Accounting 
Property Insurance 
Merchandising 

Credit 

Elementary Spanish 


Eighth Semester 


CPA Review 

Advanced Cost Accounting 
Business Organization and Finance 
Commercial Law 


MonTANA STATE UNIVERSITY 


First Year 
Winter Quarter 


Humanities 


Biological Science 
Survey of Mathematics 


Second Year 
English Composition 


Economics 
Accounting 
History 
Typing 


Third Year 


Business Law 


Actuarial Science 
Advanced Accounting 


Investments 


Principles of Management 
Income Tax Proced 
Retail Stores 
Taxation and Public Finance 


Fourth Year 


Spring Quarter 
Humanities 
Biological Science 
Statistics 


Psychology 

Mathematics of Investment 
Accounting 

History 

Typing 


Business Law 
Salesmanship 
Cost Accounting 
Transportation 


Public Utilities 
Auditing and CPA Review 


Business Administration Seminar 


Foreign Trade 


‘ 


First Semester 


Principles of Accounting 

Business English 

Business Finance 

General Economics 

History of Civilization 

General Mathematics 

Business Law 

Business Organization and Management 
Third Semester 

Elementary Accounting Problems 

Estate Accounting and Administration 

Theory of Accounts 

Business Mathematics 

Outlines of Literature 

Outlines of Science 

General Psychology 

Business Law 


Fifth Semester 


Cost Accounting 
Accounting Systems 
Federal Income Tax 
General Economics 
Statistical Methods 
Public Speaking 
Business Law 

Seventh Semester 
Auditing 
Advanced Accounting Problems 
Advanced Cost Accounting 
Advanced Federal Income Tax 
Advanced Corporation Finance 
Public Accountants’ Letters and Reports 


History of Civilization 
Mathematics 
tion and Management 
Principles ccounting 
Business 


Fourth Semester 
Elementary Accounting Problems 
Estate Accounting and Administration 
Theory of Accounts 
Business Mathematics 
Outlines of Literature 
Outlines of Science 
General Psychology 
Business Law 

Sixth Semester 

Cost Accounting 
Accounting Systems 
Federal Income Tax 
General Economics 
Statistical Methods 
Public Speaking 


Business Law 


Eighth Semester 
Auditing 
Advanced Accounting Problems 
Advanced Cost Accounting 
Advanced Corporation Finance 


General Sociology 


Autumn Quarter 
English Composition 
Mathematical Analysis 
French 
Natural Science 
History of Western Civilization 


Princples of Economics 
Resources and Industries 
Survey of English Literature 
Physical Science 


laboratory 
Money and Banking 
Business English 


Auditing with laboratory 
Corporation Finance 
Business Law 


Contemporary American Literature 


Principles of Accounting with 


Public Accountants’ Letters and Reports 
General Socio! 
Contemporary ican Literature 


University OF NortH CAROLINA 


(Substitute for incorrect program published, January, 1944) 


First Year 
(In General College) 
Winter Quarter Spring Quarter 

English Composition English Composition 
Mathematical Analysis Mathematical Analysis 
French French 
Natural Science Economic Geography 
History of Western Civilization History of Western Civilization 

Second Year 
Principles of Economics Business Organization 
General Political Science 
Survey of English Literature Survey of English Literature 
Physical Science Physical Science 

Third Year 

(In School of Commerce) 
Principles of Accounting with labo- Advanced Accounting Theory 
ratory Principles of Statistics with labo- 
Public Finance ratory 
Principles of Industrial Manage- Development of Modern Philos- 
ment ophy 

Fourth Year 
Cost Accounting with laboratory Budgetary Accounting 
Income Tax Accounting Government and Business 
Business Law Municipal Government 


of Marketing 
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New Yorx UNIVERSITY 
Second Semester 
Business English 
Business Finance 
General Economics 
iples 
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UnIvErsiIty OF NotrE DAME 


First Semester Second Semester 
Commandments of God Sacraments of Church 
Rhetoric and Composition Rhetoric and Composition 
Latin Latin 
Logic Fundamentals of Oral Speech 
Industrial Development Industrial Development 
Economic Geography Mathematics of Accounting 
Third Semester Fourth Semester 
Christian Apologetics Catholic Dogma 
English and American Literature English and American Literature 
Latin Latin 
General Psychology Metaphysics 
Principles of Economics Principles of Economics 
Principles of Accounting Principles of Accounting 
Fifth Semester Sixth Semester 
Intermediate Accounting Cost Accounting 
Money and Banking Money and Banking 
Business Law Business Law 
Statistics Corporation Finance 
Ethics Shakespeare 
Seventh Semester Eighth Semester 
Advanced Accounting Auditing 
Systems of Accounting Federal Income Taxes 
History of the United States History of United States 
Principles of Investment Principles of Insurance 
Public Finance Principles of Politics 
Advertising and Public Relations Practical English 
UNIVERSITY OF OREGON 
Freshman Year 
Autumn Quarter Winter Quarter Spring Quarter 
English Composition English Composition English Composition 
Constructive Accounting Constructive Accounting Constructive Accounting 
Elementary Analysis Background of Social Science Background of Social Science 
Background of Social Science Extempore Speaking Mathematics of Finance 
Extempore Speaking 
Sophomore Year 
Retail Accounting College Algebra Elements of Statistics 
Principles of Economics Principles of Economics Principles of Economics 
Business English Elements of Finance Analysis of Financial Statements 
American National Government American State and Local Govern- Elements of Marketing 
ment 
Principles of Cost Accounting 
Junior Year 
Investments Investments Business Law 
Business Law Business Law Accounting Theory and Practice 
Accounting Theory and Practice Accounting Theory and Practice Investment Analysis 
Money, Banking, and Economic Advanced Cost Accounting Advanced Cost Accounting 
Crises Finance Management Credit Management 


Senior Year 


Income Tax Procedure Auditing Auditing 

CPA Problems CPA Problems CPA Problems 

Advanced Accounting Theory and Advanced Accounting Theory and Advanced Accounting Theory and 
Practice Practice Practice 

Plane Trigonometry Introductory Geography Introductory Geography 


Municipal Accounts and Audits 
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QUEEN’s UNIVERSITY 
(Kingston, Canada) 


First Year 


Prose Composition, with Literary Background 
First Year French 

Trigonometry, Analytic Geometry, and Algebra 
Modern Europe 

Elementary Spanish 


Third Year 


Modern Synthetic Geometry 
Mathematics of Investment 

Commercial Law 

Intermediate Accounting 

Principles of Economics 

Money, Banking and International Trade 


First Semester 


Composition 
Physical Geology 
General Psychology 
Economic Order 


Third Semester 


Principles of Economics 
Elementary Accounting 
Mathematics of Finance 
Business Correspondence 


nts 


Fifth Semester 


Law of Contracts 
Advanced Accounting 
Corporation Finance 
American History 
Consumer Economics 


ce 
Municipal Accounting 


Seventh Semester 


Freehand Drawing 

nd Law of Bills and Notes 
Business Statistics 

Report Writing 

Cost Accounting 

Oil Production Accounting 


Second Year 


General Introduction to English Literature 
Differential and Integral Calculus 


Introduction to Economics 
Introduction to Politics 
Elements of Accounting 


Fourth Year 


Introduction to Statistics 
Industrial Relations 
Principles of Marketing 
Business Finance 


Business Investigation and Research (Thesis) 


Auditing and Internal Check 
Cost Accounting 


UNIVERSITY OF TULSA 


Second Semester 
Composition 
Historical Geology 
Public Speaking 
American Government 


Economic Geography 
Mathematics of Finance 


Fourth Semester 


Business Correspondence 
Marketing 

Intermediate Accounting 
Modern European History 


Sixth Semester 


Law of Associations 
Advanced Accounting 
Law of Creditors 
Money and Banking 
Trigonometry 

Income Tax Accounting 


Eighth Semester 


Economics of Petroleum Industry 


Industria] Management 
Business Statistics 
Commerce Seminar 
Cost Accounting 
Auditing 
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Autumn Quarter 
English Composition 
Elementary French 
Modern Civilization 
College Algebra 
General Zoology 


English Literature 
Principles of Economics 
Elements of Accounting 
General Sociology 
American Government 


Marketing 

General Psychology 
Money on Banking 
Intermediate Accounting 
Cost Accounting 


Auditing 

Business Law 

Public Finance 
Elementary Statistics 


Autumn Quarter 
Economic Geography 
English Composition 
Algebra 


Statistical Analysis 
Survey of United States History 
General Psychology 


Accounting Analysis and Control 
Money and Banking 
Economics of Labor 


Auditing 
Government Accounting 
General Physics 


UNIVERSITY OF TENNESSEE 


First Year 


Winter Quarter 
English Composition 
Elementary French 
Modern Civilization 
Trigonometry 
General Zoology 


Second Year 


English Literature 
Principles of Economics 
Elements of Accounting 
Business Mathematics 
American Government 


Third Year 


Marketing 

General Psychology 
Corporation Finance 
Intermediate Accounting 
Cost Accounting 


Fourth Year 
Auditing 
Business Law 


Office Management 
Business Statistics 


UNIVERSITY OF WASHINGTON 
First Year 


Winter Quarter 
Principles of Economics 
English Composition 
Mathematical Theory of Invest- 
ments 


Second Year 


Elementary Accounting 
Business Law 
Introduction to Philosophy 


Third Year 


Intermediate Accounting Theory 
Principles of Transportation 
Corporation Finance 


Fourth Year 


Income Tax Accounting 
Cost Accounting 
Business Fluctuations 
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Spring Quarter 
English Composition 
Elementary French 
Modern Civilization 
Plane Analytic Geometry 
General Zoology 


American Literature 
Principles of Economics 
Elements of Accounting 
Business Mathematics 

State and Local Government 


Industrial Marketing 
Employment Psychology 
Corporation Finance 
Accounting Problems 
Governmental Accounting 


Federal] Income Taxes 
Business Law 

Senior Project 
Insurance 


Spring Quarter 
Principles of Economics 
Essentials of Speaking 
Survey of Political Science 


Elementary Accounting 
Survey of Sociology 
Business Law 


Advanced Accounting Theory 

Economics of Marketing and Ad- 
vertising 

Scientific Management 


CPA Problems 
Advanced Economic Theory 
Public Finance and Taxation 
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First Semester 


English 
Mathematics (Business) 
Introduction to Business 
History 


Third Semester 


Principles of Economics 
Principles of Accounting 
Government 

Psychology 

English 


Fifth Semester 


Advanced Accounting 
Business Law 

Money and Banking 
Statistics 

Philosophy 


Seventh Semester 
Auditing 
Income Tax Procedure 
Business Law 
Public Control of Business 
Public Finance 
Governmental Accounting 


First Semester 


Fundamentals of Business 
Introductory Accounting 
English Composition 
Principles of Psychology 
College Algebra 


Third Semester 


Principles of Marketing 
Principles of Economics 
Intermediate Accounting 
English Literature 
Business Law 


Fifth Semester 


Fundamentals of Advertising 
Cost Accounting 

Advanced Accounting 
Corporation Finance 

Biology 


Seventh Semester 


Introduction to Statistics 
Standard Costs 

CPA Review 

Management 
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Wayne UNIVERSITY 


Second Semester 


English 

Mathematics (Business) 
Introduction to Economics 
History 


Fourth Semester 
Principles of Economics 
Principles of Accounting 
Introduction to Sociology 


Sixth Semester 
Advanced Accounting 
Business Law 
Cost Accounting 
Public Utilities 
Labor Problems 

Eighth Semester 
Auditing 
Accounting Systems 
Analysis of Financial Statements 
Corporation Finance 
Business Policies 
Accounting Theory 


WESTERN RESERVE UNIVERSITY 
Second Semester 
mic Geography 
Prosi of Accounting 


Government 
Business 


Fourth Semester 


Industrial Management 
Intermediate Accounting 
Principles of Economics 
Business Law 


Business English 

Sources of Business Information 
Sixth Semester 

Accounting 


Poycholoy of Selling and Advertising 
Corporate Investment Practice 

Federal Income Tax Accounting 
Fundamentals of Advertising 

Eighth Semester 
Statistics 
CPA Review 
Office 
Speech 
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COLLEGE OF WILLIAM AND MARY 


First Semester 


English Language and Composition 
Spanish Literature 

Freshman Mathematics 

Genera! Physics 


Third Semester 


Principles of Accounting 

Principles of Economics 

English Literature 

Introduction to Government aad Politics 
Spain and its Civilization 


Fifth Semester 


Intermediate Accounting 
Money and Banking 
Law of Contracts 
History of Philosophy 
Statistics 


Seventh Semester 


Introduction to Business Enterprise 
Cost Accounting 

Corporation Finance 

Business Associations 

Introduction to Logic 


Second Semester 


English Language and Composition 
Commercial Spanish 

Fr Mathematics 

General Physics 

Social Pathology 


Fourth Semester 


Principles of Accounting 

Principles of Economics 

English Literature 

Introduction to Government and Politics 
Spanish America 


Sixth Semester 


Advanced Accounting 
Money and Banking 
Negotiable Instruments 
History of Philosophy 
Law of Sales 


Eighth Semester 
Auditing 
Marshall-Wythe Seminar 
Race Relations 
Seminar in Business Economics 
Spherical Trigonometry 
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